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A B STR A C T
T h e  p u r p o s e  of th is  s tu d y  h a s  b e e n  (1) to  p r e s e n t  th e  h i s t o r i ­
c a l  d e v e lo p m e n t  of 100 p e r  c e n t  r e s e r v e  b a n k in g ,  (2) to  e x a m in e  th e  
body  of c r i t i c a l  l i t e r a t u r e  a s s o c i a t e d  w ith  th e  m a jo r  100 p e r  c e n t  
r e s e r v e  p la n s ;  and  (3) to  e v a lu a te  th e  e f f ic a c y  of 100 p e r  c e n t  r e s e r v e  
b an k in g  in  th e  c o n te x t  of c o n te m p o r a r y  m o n e t a r y  th e o r y .
T h is  s tu d y  in d ic a te s  th a t  100 p e r  c e n t  r e s e r v e  b an k in g  w as  
p r a c t i c e d  b r i e f ly  d u r in g  th e  e a r l y  h i s t o r y  of bank ing . T h e  E n g l i s h  
g o ld s m i th s  of th e  e a r l y  15th c e n tu r y  an d  th e  b a n k s  c h a r t e r e d  on th e  
E u r o p e a n  c o n tin e n t  a ro u n d  1600 w e r e  in  e f fe c t  100 p e r  c e n t  r e s e r v e  
b a n k s  th a t  m e r e l y  i s s u e d  n o te s  in  e x c h a n g e  fo r  s p e c ie  d e p o s i t s .
Soon, h o w e v e r ,  th e  p r a c t i c e  of i s s u in g  n o te s  in  e x c e s s  of s p e c ie  
r e s e r v e s  d ev e lo p ed . B y  th e  b eg in n in g  of th e  18th c e n tu ry ,  th e  
p r a c t i c e  of f r a c t io n a l  r e s e r v e  b ank in g  had  b e c o m e  w id e s p r e a d ,  w ith  
c o m m e r c i a l  b a n k s  a c t in g  a s  m a j o r  s u p p l i e r s  of c i r c u la t in g  m e d ia .
B y  th e  19th c e n tu r y ,  th e  p r i n c i p a l  b an k in g  q u e s t io n  c e n t e r e d  
a ro u n d  th e  q u a l i ty  of bank  a s s e t s  r a t h e r  th a n  b a n k s 1 a b i l i ty  to  i s s u e  
c i r c u la t in g  m e d ia .  In  th e  U n ited  S ta te s ,  th e  i s s u e s  w e r e  r e s o l v e d
w ith  th e  e m b o d im e n t  of th e  " r e a l - b i l l s  d o c t r i n e "  in  th e  F e d e r a l  
R e s e r v e  A c t  of 1913.
T h e r e  w e re ,  h o w e v e r ,  a  m in o r i t y  of d i s s e n t e r s  who v ie w e d  
" b a n k - c r e a t e d  m o n e y "  a s  a  m a j o r  s o u r c e  of i n s t a b i l i ty .  D u r in g  th e  
f i r s t  d e c a d e  of th e  20th c e n tu ry ,  two A m e r i c a n s ,  W il l i s  E . B ro o k s  
an d  Jo h n  R . C u m m in g s ,  p r e s e n t e d  u to p ia n  s c h e m e s  fo r  s o c ia l  r e f o r m  
th a t  r e l i e d  h e a v i ly  upon  100 p e r  c e n t  r e s e r v e  bank ing . D u r in g  the  
1920fs , F r e d e r i c k  Soddy, a  N obe l P r i z e - w in n in g  c h e m is t  f r o m  
E n g la n d , a l s o  p r e s e n t e d  a  s c h e m e  fo r  s o c ia l  r e f o r m  th a t  in c lu d e d  
th e  100 p e r  c e n t  r e s e r v e  p la n .  N one of th e s e  p la n s  h ad  an y  s ig n i f i ­
c a n t  im p a c t  on e i t h e r  th e  p o l i t i c a l  o r  a c a d e m ic  c o m m u n ity .
T h e  A m e r i c a n  b an k in g  c o l l a p s e  of 1930-1933 c a u s e d  th e  
id e a  to  g a in  in  p o p u la r i ty .  Such  n o te d  e c o n o m is ts  a s  I rv in g  F i s h e r ,  
H e n r y  S im o n s ,  an d  L a u c h l in  C u r r i e ,  am o n g  o t h e r s ,  d e v is e d  s c h e m e s  
fo r  m o n e t a r y  r e f o r m  a ro u n d  th e  id e a  of 100 p e r  c e n t  r e s e r v e  b an k in g . 
A ls o  a s s o c i a t e d  w ith  th e s e  r e f o r m  s c h e m e s  w e r e  p r o p o s a l s  fo r  m o n e ­
t a r y  p o l ic y  b a s e d  upon  r u l e s  r a t h e r  th a n  d i s c r e t i o n ,  and  fo r  a  d i m i ­
n u t io n  of th e  m o n e ta r y  r o l e  of gold.
T h e  c r i t i c i s m s  of th e  p la n s  of F i s h e r  and  S im o n s  s e r v e d  to  
r e v e a l  t h e i r  w e a k n e s s e s  an d  to s u g g e s t  im p ro v in g  m o d if ic a t io n s .  By 
th e  e a r l y  1940*s i n t e r e s t  in  th e  p la n  h a d  d im in is h e d ,  bu t  a ro u n d  1950 
L lo y d  M in ts  an d  M il to n  F r i e d m a n  of th e  U n iv e r s i ty  of C h ica g o  a g a in  
fo c u s e d  a t t e n t io n  on 100 p e r  cen t  r e s e r v e  b an k ing  and  m o n e ta r y  p o l ic y
v i i i
by  r u l e s .  T h e  e m p i r i c a l  r e s e a r c h  o f F r i e d m a n  an d  o t h e r s  h a s  in d i ­
c a te d  th a t  a  p o l ic y  o f  s t e a d i ly  i n c r e a s i n g  th e  s to c k  of m o n e y  a t  a  r a t e  
of b e tw e e n  t h r e e  to  f iv e  p e r  c e n t  a n n u a l ly  w ould  be  p r e f e r a b l e  to  d i s ­
c r e t i o n a r y  p o l ic y .
An e x a m in a t io n  of th e  i s s u e s  in d ic a te s  th a t  s t a b le  m o n e t a r y  
g ro w th  co u ld  b e  a p p ro x im a te d  u n d e r  f r a c t i o n a l  r e s e r v e  b a n k in g ,  b u t  
th a t  100 p e r  c e n t  r e s e r v e  b an k in g  w ou ld  p r o v id e  fo r  m o r e  p r e c i s e  
c o n t r o l  of th e  s to c k  of m o n e y ,  s e r v e  to  le n g th e n  th e  p r i v a t e  d eb t  
s t r u c t u r e ,  p r e v e n t  d i s tu r b in g  en d o g en o u s  c h a n g e s  in  th e  m o n e y  
su p p ly ,  and  m i t ig a t e  a g a in s t  c y c l ic a l  s h i f t s  b e tw e e n  d e m a n d  a n d  t im e  
d e p o s i t s .  T h e  s tu d y  a l s o  i n d ic a t e s  th a t  d i s c r e t i o n a r y  m o n e ta r y  
p o l ic y  and  100 p e r  c e n t  r e s e r v e  b an k in g  a r e  p r o b a b ly  in c o m p a t ib le .
C H A P T E R  I
IN TRO D U CTIO N
T h e  c o n te n t io n  th a t  c o m m e r c i a l  b a n k s  sh o u ld  be  d iv e s te d  of 
t h e i r  p o w e r  to  c r e a t e  a n d  d e s t r o y  m o n e y — be i t  in  th e  fo rm  of n o te s  
o r  of d e m a n d  d e p o s i t s - - h a s  b e e n  h e a r d  in  th e  U n ited  S ta te s  to  a  
g r e a t e r  o r  l e s s e r  e x te n t  s in c e  th e  c o l l a p s e  of th e  b ank ing  s y s te m  
d u r in g  th e  p e r io d  1931-1933. H o w e v e r ,  th e  c o n c e p t  of 100 p e r  c e n t  
r e s e r v e  b an k in g , bo th  in  t h e o r y  an d  in  p r a c t i c e ,  i s  a s  o ld  a s  b ank ing  
i t s e l f .  I t  w a s  e v id e n t  in  th e  B r i t i s h  b u l l i o n i s t - a n t ib u l l i o n i s t  c o n t r o ­
v e r s y  an d  l a t e r  in  th e  d e b a te  b e tw e e n  th e  b an k in g  s c h o o l  and  th e  c u r ­
r e n c y  sc h o o l .  In  th e  e a r ly  h i s t o r y  of th i s  c o u n try ,  100 p e r  c e n t  
m o n e y  id e a s  w e r e  no t unknow n. No l e s s  a p o l i t i c a l  f ig u r e  th a n  
A n d re w  J a c k s o n  lo o k ed  w ith  g r a v e  s k e p t ic i s m  upon  th e  p r a c t i c e  of 
b a n k s '  i s s u in g  n o te s .
T h e  c o n c e rn  of t h e s e  e a r l i e r  "100 p e r  c e n t  r e s e r v i s t s "  w a s  
c e n te r e d  a ro u n d  th e  m a in te n a n c e  of a n  a u to m a t ic  m o n e ta r y  s y s te m  in  
w h ich  a l l  f o r m s  of c i r c u la t in g  m e d ia  w e r e  c o n v e r t ib le  in to  s p e c ie .
So long  a s  n a t io n s  r e m a in e d  c o m m it te d  to  a u to m a t ic  m e ta l l i c  s y s t e m s ,  
th e  e s s e n t i a l  "b an k in g  p r o b le m "  w as  one  of p r o te c t in g  d e p o s i to r s  and
2n o te  h o ld e r s  f r o m  l o s s  due  to  b a n k  f a i l u r e s  r e s u l t i n g  f r o m  o v e r ­
e x te n s io n  r e l a t i v e  to  s p e c ie  r e s e r v e s .  T h a t  th i s  w a s  th e  c e n t r a l  
c o n c e rn  i s  e v id e n c e d  by  su c h  s c h e m e s  a s  th e  N ew  Y o rk  S a fe ty  F u n d  
S y s te m  and th e  Suffo lk  P l a n ,  th e  r e d e m p t io n  p o l ic i e s  o f  bo th  th e  
F i r s t  an d  S e co n d  B an k s  of th e  U n ited  S ta te s ,  an d  th e  p r o v i s io n s  o f 
th e  N a t io n a l  B ank ing  A c ts  o f  1863 a n d  1864. So long  a s  th e  q u a n t i ty  
of c i r c u la t in g  m e d ia  r e m a in e d  t ie d  to  s p e c ie ,  an y  c h a n g e s  in  th e  
p r i c e  l e v e l  c a u s e d  by o v e r i s s u a n c e  of b ank  n o te s  w e r e  s u b je c t  to  th e  
d i s c ip l in e  of in t e r n a t io n a l  go ld  m o v e m e n ts .
T h e  m o n e ta r y  h i s t o r y  of th e  tw e n t ie th  c e n tu r y  h a s  b e e n  
m a r k e d  by t h r e e  d i s t in c t ,  tho ugh  i n t e r r e l a t e d ,  e v e n ts :  (1) th e  f a i l u r e  
of th e  a u to m a t ic  go ld  s t a n d a r d ;  (2) th e  d e v e lo p m e n t  of the  a r t  (o r 
s c ie n c e )  of c e n t r a l  b a n k in g ;  a n d  (3) th e  a s s u m p t io n  by  n a t io n a l  
g o v e rn m e n ts  of th e  t a s k  of m a in ta in in g  fu l l  e m p lo y m e n t  th ro u g h  th e  
u s e  of m o n e ta r y  and  f i s c a l  p o l ic y .  T h e s e  t h r e e  d e v e lo p m e n ts ,  c u l ­
m in a t in g  w ith in  th e  c o n te x t  of the  G r e a t  D e p r e s s i o n  of th e  1930 's ,  
r e s u l t e d  in  a  r e n e w e d  i n t e r e s t  in  100 p e r  c e n t  r e s e r v e  b ank in g . W hile  
p o p u la r  c o n c e rn  w a s  c e n t e r e d  a ro u n d  p r o te c t io n  f r o m  l o s s e s  to  d e ­
p o s i t o r s  due  to  b an k  f a i l u r e ,  m a n y  p r o f e s s i o n a l  e c o n o m is ts  v iew ed  
100 p e r  c e n t  r e s e r v e  b ank in g  a s  th e  m o d u s  v iv e n d i  to  e c o n o m ic  
s ta b i l i ty .  Such e m in e n t  e c o n o m is ts  a s  H e n ry  S im o n s  and  L lo y d  M in ts  
o f th e  U n iv e r s i ty  of C h ica g o  and  I rv in g  F i s h e r  of Y a le ,  to  n a m e  b u t  a 
few , v iew ed  e c o n o m ic  in s t a b i l i t y  a s  a  fu n c t io n  of m o n e t a r y  in s t a b i l i t y  
to  w h ich  f r a c t io n a l  r e s e r v e  b an k in g  w a s  a  p r i m e  c o n t r ib u to r .  In
3t h e i r  v iew , ty in g  th e  s to c k  of m o n ey  to the  v o lu m e  of s h o r t - t e r m  d e b t  
r e s u l t e d  in  v a c i l l a t i o n s  b e tw e e n  in f la t io n  d u r in g  p e r io d s  of e x p a n s io n  
and  d e f la t io n  d u r in g  c o n t r a c t io n s .  M o r e o v e r ,  s in c e  th e  1930 's t h e r e  
h a s  d e v e lo p e d  a s u b s ta n t ia l  body  of op in io n  th a t  v iew s  d i s c r e t i o n a r y  
m o n e ta r y  a n d  f i s c a l  p o l ic y  a s  i n h e r e n t ly  d a n g e ro u s .  T h is  id e a ,  
o r ig in a l ly  e x p r e s s e d  by  H e n ry  S im o n s ,  h a s  M ilton  F r i e d m a n  a s  i t s  
m o s t  p e r s u a s i v e  c o n te m p o r a r y  p ro p o n e n t .
W hile  t h e r e  a r e  s e v e r a l  v a r i a t i o n s  of the  100 p e r  c e n t  r e ­
s e r v e  p lan ,  a l l  h a v e  th is  in  co m m o n : (1) T h e  m o n e y - c r e a t i n g  p o w e r s  
of c o m m e r c i a l  b a n k s  would b e  d i s s o lv e d  b y  r e q u i r in g  th e m  to  m a i n ­
t a in  r e s e r v e s  eq u a l  to  100 p e r  c e n t  of d e m a n d  d e p o s i t s ;  th u s  (2) the  
s to c k  of m o n e y  w ould be d iv o r c e d  f r o m  th e  q u a n ti ty  of b ank  lo a n s  
and  in v e s tm e n t s .  A s  a r e s u l t  of th e  a b o v e ,  th e  s to c k  of m o n e y  w ould  
b e  m a d e  s u b je c t  to  th e  d i r e c t  c o n t r o l  of th e  m o n e ta r y  a u th o r i ty .  T he  
e s t a b l i s h m e n t  of the  F e d e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t io n  h a s ,  fo r  
a l l  p r a c t i c a l  p u r p o s e s ,  r e m o v e d  the  p o s s ib i l i t i e s  of l o s s e s  to  d e ­
p o s i t o r s  th ro u g h  b a n k  f a i l u r e s ,  b u t  th e  p r o b l e m s  of s t a b i l i ty  r e m a in ;  
i t  i s  to  th e s e  th a t  th e  c o n te m p o r a r y  100 p e r  c e n t  r e s e r v e  p la n s  have  
b e e n  a d d r e s s e d .
T h e  p u r p o s e  of th is  t h e s i s  i s  to  p r e s e n t  th e  h i s t o r i c a l  d e ­
v e lo p m e n t  of th e  t h e o r y  of 100 p e r  c e n t  r e s e r v e  b ank ing  an d  to  
e v a lu a te  i t  in  th e  c o n te x t  of c u r r e n t  m o n e ta r y  a n d  b ank in g  th e o ry .
In  C h a p te r  II, th e  c o n c e p t  of 100 p e r  c e n t  r e s e r v e  b ank ing  
a s  i t  e x is te d  in  t h e o r y  an d  in  p r a c t i c e  p r i o r  to  1930 w il l  b e  t r e a t e d .
4C h a p te r  IH w il l  c o n ta in  a n  e x p o s i t io n  of th e  100 p e r  c e n t  r e s e r v e  
p r o p o s a l s  th a t  fo l low ed  the  b ank in g  c o l la p s e  of 1 9 3 1 -1 9 3 3 --p r in c ip a l ly ,  
th o s e  of I rv in g  F i s h e r  an d  H e n ry  S im o n s .  T h e  r e s p o n s e  by  c o n ­
t e m p o r a r i e s  of F i s h e r  an d  S im o n s  w il l  b e  e x a m in e d  in  C h a p te r  IV.
T h e  p r in c ip a l  c o n te m p o r a r y  p ro p o n e n t  of the  p lan , M ilto n  F r i e d m a n ,  
w i l l  b e  t r e a t e d  in  C h a p te r  V. S in ce  100 p e r  c e n t  r e s e r v e  p la n s  h av e  
b e e n  h i s t o r i c a l l y  a s s o c i a t e d  w ith  p r o p o s a l s  fo r  m o n e ta r y  p o l ic y  
a c c o rd in g  to  a  r u l e ,  a  t r e a t m e n t  of th e  r u l e s - v e r s u s - a u t h o r i t i e s  
a r g u m e n ts  w il l  b e  in t e g r a t e d  in to  C h a p te r s  IV th ro u g h  V. C h a p te r  VI 
w i l l  c o n ta in  an  e v a lu a t io n  o f d i s c r e t i o n a r y  m o n e ta r y  p o l ic y  u n d e r  the  
f r a c t io n a l  r e s e r v e  s y s te m  a s  c o m p a r e d  w ith  p o l ic y  by r u l e s  in  c o n ­
ju n c t io n  w ith  100 p e r  c e n t  r e s e r v e  b an k in g .  T he  w r i t e r * s  s u m m a r y  
a n d  c o n c lu s io n s  w il l  b e  p r e s e n t e d  in  C h a p te r  VII.
C H A P T E R  II
T H E  T H E O R Y  O F  100 P E R  C E N T  R E S E R V E  BANKING:
T H E  E A R L Y  HISTORY
A n e x a m in a t io n  of the h i s t o r y  of b an k in g  r e v e a l s  b u t  few  i n ­
s t a n c e s  of 100 p e r  c e n t  r e s e r v e  b an k in g  e i t h e r  in  a c tu a l  p r a c t i c e  o r  
in  t h e o r e t i c a l  d i s c u s s i o n s  by  e c o n o m is t s .  I t  w a s  n o t  u n t i l  th e  1930Ts, 
in  th e  c o n te x t  of the  G r e a t  D e p r e s s io n ,  th a t  th e  id e a  r e c e i v e d  s e r io u s  
a t t e n t io n  a t  the  h a n d s  of e c o n o m is ts .
B a n k in g  in  the  m o d e r n  s e n s e  d e v e lo p e d  in an  e n v iro n m e n t  
of m e ta l l i c  s t a n d a r d s ,  and  w h ile  t h e r e  a r e  e x a m p le s  o f e a r l y  f in a n ­
c ia l  i n s t i tu t io n s  th a t  s e r v e d  m e r e l y  a s  d e p o s i to r i e s  a n d  t r a n s f e r e r s  
of fu n d s ,  b ank ing  soon  d e v e lo p e d  i t s  m o d e r n  r o l e  of " p r o d u c e r "  o f 
c i r c u la t in g  m e d ia .  S ta n d a rd  t r e a t i s e s  on  b an k in g  h i s t o r y  t r a c e  th e  
d e v e lo p m e n t  of b ank ing  f r o m  d e a l e r s  in  f o r e ig n  c u r r e n c i e s  d u r in g  
th e  t h i r t e e n th  an d  fo u r t e e n th  c e n t u r i e s ,  th ro u g h  o p e r a t io n s  of the  
E n g l i s h  g o ld s m i th s  d u r in g  th e  f i f te e n th  c e n tu ry ,  and  f in a l ly  to  the  
c h a r t e r i n g  of b a n k s  b y  n a t io n a l  s t a t e s .  T h e  l a t t e r  d e v e lo p m e n t  w as  
u s u a l ly  p r o m p te d  by  th e  f in a n c ia l  n e e d s  of m o n a r c h s  o r  l e g i s l a t u r e s .
5
6T h e s e  e a r l y  p r e c u r s o r s  of m o d e r n  c o m m e r c i a l  b an k in g  m a y  
b e  c i te d  a s  e x a m p le s  of 100 p e r  c e n t  r e s e r v e  b an k ing  in  a c tu a l  p r a c ­
t i c e .  T h e  E n g l i s h  g o ld s m i th s  a t  th e  b eg in n in g  of th e  f i f te e n th  c e n tu r y  
w e r e  p r i m a r i l y  w a r e h o u s e m e n  fo r  s p e c ie .  T h e  b an k s  c h a r t e r e d  in  
A m s t e r d a m ,  R o t t e r d a m ,  H a m b u rg ,  an d  S to c k h o lm  ( c i r c a  1600) w e r e  
e s t a b l i s h e d  to  s e r v e  a s  d e a l e r s  in  f o r e ig n  e x ch a n g e  a n d  a s  b a n k s  of 
d e p o s i t  and  t r a n s f e r  on ly . T h e r e f o r e ,  th e s e  in s t i tu t io n s  had  no  i m ­
p a c t  on th e  q u a n t i ty  of c i r c u la t in g  m e d ia .  I n s o fa r  a s  th e  r e s p e c t iv e  
n a t io n a l  e c o n o m ie s  w e r e  c o n c e rn e d ,  th e  q u a n ti ty  of m o n e y  w as  d e ­
t e r m in e d  by o th e r  f a c t o r s ,  p r i m a r i l y  th e  fu n c t io n in g  of a u to m a t ic  
in t e r n a t io n a l  m e t a l l i c  s t a n d a r d s .
T h e  E n g l i s h  g o ld s m i th s ,  who a r e  w id e ly  c i te d  a s  p r e d e ­
c e s s o r s  of m o d e r n  b an k in g ,  ev o lv e d  f r o m  th e i r  o r ig in a l  s t a tu s  of 
j e w e l e r s ,  l a p i d a r i e s ,  and  c u s to d ia n s  of go ld , to  b e c o m e  c o m m e r c i a l  
b a n k e r s  in  th e  m o d e r n  s e n s e .  F i r s t ,  th e y  m e r e l y  a c c e p te d ,  f o r  a  
s m a l l  c h a r g e ,  s p e c ie  in  t r u s t  fo r  s a fe k e e p in g  an d  i s s u e d  " w a r e h o u s e  
r e c e i p t s "  t h a t  w e r e  n o n a s s ig n a b le .  A s  su c h ,  t h e s e  a m o u n te d  to  
d e m a n d  d e p o s i t s  (but n o t  m e a n s  of p a y m e n t)  th a t  w e r e  s e c u r e d  by  100 
p e r  cen t  s p e c ie  r e s e r v e s .  T h e  w e a l th ie r  g o ld s m i th s  m a d e  a d v a n c e s  
to  th e  g o v e rn m e n t ,  b u t  only  o u t  of th e i r  p r o f i t s  a s  j e w e l e r s  a n d  b u l l io n  
m e r c h a n t s .  L a t e r ,  the  g o ld s m i th  w as  a l lo w e d  to u s e  fu n d s  d e p o s i te d  
w ith  h im ,  p r o v id e d  he  su p p l ie d  an  e q u a l  a m o u n t  to  th e  d e p o s i to r  on 
d e m a n d .  N o te s  i s s u e d  in  e x c h a n g e  fo r  su c h  d e p o s i t s  w e r e  a s s ig n a b le  
and  cou ld  fu n c t io n  a s  m o n ey . D u r in g  th e  p e r io d  fo llo w in g  the
7R e s t o r a t i o n  ( c i r c a  1660), th e  p r a c t i c e  of a c c e p t in g  t im e  d e p o s i t s  in  
e x c h a n g e  fo r  a  g e n e r a l  o b l ig a to ry  n o te  w a s  d e v e lo p e d .  T h e s e  d id  in  
f a c t  c i r c u l a t e  a s  m o n ey . B o th  ty p e s  of d e p o s i t s ,  a c c o rd in g  to  P r o ­
f e s s o r  R . D. R i c h a r d s ,  w e r e  fu l ly  b a c k e d  by  s p e c ie .   ^ T h e  f in a l
s ta g e  of d e v e lo p m e n t  c a m e  w hen  n o te s  w e r e  i s s u e d  th a t  w e r e
2” . . . a c c e p te d  by  th e  p u b l ic  on  th e  b a n k e r ’s in te g r i t y .  " T h e s e  
n o te s  h ad  no s p e c i f ic  m e t a l l i c  b a c k in g  and  w e r e  i s s u e d  ” . . . in  
a c c o r d a n c e  w ith  th e  b a n k e r ' s  c a lc u la t io n s  a s  to  th e  p o s s ib l e  d e m a n d
3
by h is  c u s t o m e r s  fo r  go ld  a n d  s i l v e r  c o in s .  "
P r o f e s s o r  R i c h a r d s  a p p r a i s e d  th e  r e s u l t s  of th i s  ev o lu tion :
T h e  b a n k e r  now  b e c a m e  a  r e c o g n iz e d  p u r v e y o r  of 
a s s ig n a b le  i n s t r u m e n t s ,  an d  h is  ’’ru n n in g  c a s h  
n o te ” p a y a b le  on  d e m a n d ,  o r  c r e d i t e d  a s  c a s h  in 
h is  l e d g e r s ,  f i l l e d  th e  b r e a c h  in  th e  n a t i o n 's  c u r ­
r e n c y .  B an k  c r e d i t  w as  a c c e p te d  a s  c u r r e n c y ,  
and  th e  d e v e lo p m e n t  of b an k in g  b e c a m e  c lo s e ly  
c o n n e c te d  w ith  th e  e v o lu t io n  of p a p e r  m o n ey .
A lthou gh  a n o th e r  h i s t o r i a n  of B r i t i s h  b a n k in g  c l a im s  th a t
b an k in g  in  E n g la n d  " .  . . a s  d i s t i n c t  f r o m  m o n e y  le n d in g ,  b e g in s  w ith
5
th e  B an k  of E n g la n d ,  "  th e  e x te n s iv e  r e s e a r c h e s  of R i c h a r d s  in to  
o r i g in a l  r e c o r d s  of th e  p e r i o d  in  q u e s t io n  c l e a r l y  in d ic a te d  th a t  th e
^R. D. R i c h a r d s ,  T h e  E a r l y  H i s to r y  of B an k in g  in  E n g lan d  
(New Y ork : A u g u s tu s  M. K e l le y ,  1965), pp. 2 3 -6 4  an d  223 -2 2 5 .
2Ib id . , p. 225. 3lb id .  4Ib id .
^ J .  F .  A sh b y , T h e  S to r y  of th e  B a n k s  (L ondon:
H u tc h in s o n  & C o m p an y , L td . , 1934), p. 23.
8g o ld s m ith  b a n k e r s  w e r e  no t m e r e l y  i n t e r m e d i a r i e s  b e tw e e n  s a v e r s  
and  b o r r o w e r s  b u t ,  a t  t h e i r  h ig h e s t  s t a g e  of d e v e lo p m e n t ,  c o m m e r c i a l  
b a n k e r s  in  th e  m o d e r n  s e n s e ,  i. e. , p r o v i d e r s  of t h e i r  own l i a b i l i t i e s  
th a t  s e r v e d  a s  m o n e y  in  ex ch a n g e  f o r  e a rn in g  a s s e t s .
T h e  B an k  o f A m s t e r d a m  s e r v e s  a s  a n o th e r  e x a m p le  of the  
e v o lu t io n a ry  p r o c e s s  f r o m  " m o n e y  w a r e h o u s e "  to  " p u r v e y o r  of 
a s s ig n a b le  i n s t r u m e n t s .  " T h is  in s t i tu t io n  w a s  e s t a b l i s h e d ,  a s  no ted  
e a r l i e r ,  by the  c i ty  o f A m s t e r d a m  in  1609 fo r  th e  p u r p o s e  of en g ag in g  
in  f o r e ig n  e x c h a n g e  o p e ra t io n s  an d  s e r v in g  a s  a d e p o s i to r y  of fu n d s .  
A c c o rd in g  to  f in a n c ia l  h i s t o r i a n  C h a r l e s  F .  D u n b a r ,  th e  o rd in a n c e  
e s ta b l i s h in g  th e  B an k  of A m s t e r d a m  r e q u i r e d  i t  to  m a in ta in  go ld  r e ­
s e r v e s  in  i t s  v a u l t  e q u a l  to  th e  a m o u n t  of i t s  o u ts ta n d in g  n o te s .  ^ 
H o w e v e r ,  a ro u n d  1650 i t  b e g a n  m a k in g  lo a n s  to  th e  c i ty  of A m s t e r d a m ,  
th u s  c a u s in g  i t s  n o te s  o u ts ta n d in g  to  e x c e e d  i t s  h o ld in g s  of go ld  r e ­
s e r v e s .  T h is  p r a c t i c e ,  c a r r i e d  on sub  r o s a , w a s  f in a l ly  m a d e  know n 
to  th e  p u b l ic  in  1791, w hen  th e  b a n k  fa i le d .
T h e  B an k  o f  V e n ice  s ta n d s  a s  a n o th e r  e x a m p le  of e a r l y  100 
p e r  c e n t  r e s e r v e  ban k ing . It w as  e s t a b l i s h e d  in  1587 an d  c o n c e rn e d  
i t s e l f  p r i m a r i l y  w ith  th e  fu n c t io n s  of t r a n s f e r r i n g  fu n d s  a n d  a c t in g  a s  
d e p o s i to r y .  P r o f e s s o r  D u n b a r  in d ic a te d  th a t  i t  w a s  a n  o u tg ro w th  of 
th e  t h i r t e e n th  an d  f o u r t e e n th  c e n tu r y  d e v e lo p m e n t  o f  d e a l e r s  in
^ C h a r le s  F .  D u n b a r ,  T h e  T h e o r y  a n d  H i s t o r y  of B ank ing  
(New Y ork : G. P .  P u t n a m 's  S o n s ,  1901), p . 103.
7Ib id . , -pp . 112-113.
9fo r e ig n  e x c h a n g e .  B u t, l ik e  th e  B an k  of A m s t e r d a m ,  th e  B ank  of 
V e n ic e  a l s o  d e v e lo p e d  in to  a  p r o d u c e r  of c i r c u la t in g  m e d ia .  ®
T h e  B a n k  of E n g lan d
T h e  B an k  of E n g lan d , w h ich  m a y  s e r v e  a s  an  e x a m p le  of 
o u t r ig h t ,  s t a t e - s a n c t io n e d  a b r o g a t io n  of th e  p u r e  gold  s t a n d a r d ,  ^ w as  
c h a r t e r e d  in  1694 by  P a r l i a m e n t  w ith  r o y a l  a s s e n t .  T he  o c c a s io n  of 
the  b a n k 's  c h a r t e r i n g  w a s  the  f in a n c ia l  b u r d e n  of E n g la n d 's  w a r  w ith  
F r a n c e .  U n like  th e  B a n k  of A m s t e r d a m  an d  e a r l y  b a n k s  on th e  
E u ro p e a n  c o n tin en t ,  th e  B an k  of E n g la n d  w as  e s t a b l i s h e d  a s  a b ank  of 
i s s u e .  U nder th e  p r o v i s io n s  of the  T u n n a g e  A c t  of 1694, th e  B ank  
w a s  c h a r t e r e d  fo r  the  p u r p o s e  of r a i s i n g ^ 1 ,  2 0 0 ,0 0 0  fo r  th e  g o v e r n ­
m e n t  of W il l ia m  and  M a ry .  W hile  th e  b an k  w as  p r o h ib i te d  f r o m  
m o n o p o liz in g  c o m m o d i t i e s  o r  t r a d in g  in  i t s  own s e c u r i t i e s ,  i t  w as  
p e r m i t t e d  to  d e a l  in  b i l l s  of e x ch a n g e ,  to buy and  s e l l  b u ll io n ,  to s e l l  
c o m m o d i t i e s  d e p o s i te d  a s  c o l l a t e r a l  fo r  lo a n s ,  a n d  to  i s s u e  n o te s .
T h e  B an k  w as  p ro h ib i te d ,  h o w e v e r ,  f r o m  i s s u in g  n o te s  in  e x c e s s  of 
i t s  c a p i ta l .  ^
®C. F .  D u n b a r ,  " T h e  B an k  of V e n ice ,  " Q u a r t e r l y  J o u r n a l  
of E c o n o m ic s , VI (A p r i l ,  1892), 3 0 8 -3 3 5 .
^ T h e  t e r m  " p u r e  gold  s t a n d a r d "  i s  u s e d  h e r e  to  r e f e r  to a  
s y s te m  in  w h ic h  a l l  m o n e y  i s  e i th e r  in  th e  f o r m  of gold  co in ,  o r  of 
p a p e r  m o n e y  th a t  i s  s e c u r e d  100 p e r  cen t  b y  gold .
^ R i c h a r d s ,  op. c i t .  , p. 146.
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T h u s ,  in  r e t u r n  fo r  r a i s i n g  fun ds  f o r  th e  c ro w n ,  th e  B an k  of 
E n g la n d  w a s  g iv en  th e  p o w e r  to  i s s u e  n o te s  a n d  c a r r y  on b an k in g  in  
th e  m o d e r n  s e n s e .
It a p p e a r s  th a t  th e  d e v e lo p m e n t  of m o d e r n  b a n k in g ,  b e  i t  by  
g o ld s m ith  o r  c h a r t e r e d  b ank , r e p r e s e n t e d  an  a t t e m p t  to  s u p p le m e n t  
a n d  e c o n o m iz e  on  th e  u s e  of s p e c ie .  A t th e  t im e  of th e  B a n k  of 
E ng land*s c h a r t e r i n g ,  th e  s h o r t a g e  of s p e c ie  w as  in d ic a te d  b y  the  
e x te n t  to  w h ich  c l ip p in g  of c o in s  o c c u r r e d . ^
If i t  i s  a c c e p te d  th a t  th e  d e v e lo p m e n t  of m o d e r n  b an k ing  
r e p r e s e n t e d  a n  a t t e m p t  to  s u p p le m e n t  a n  in a d e q u a te  su p p ly  of s p e c ie  
c u r r e n c y ,  th e n  i t  fo l lo w s  th a t  c o n c e r n  sh o u ld  h a v e  b e e n  f o c u s e d  upon 
th e  q u a l i ty  of a l l  b a n k  a s s e t  h o ld in g s  r a t h e r  th a n  s o le ly  upon  th e  
e x te n t  of m e t a l l i c  r e s e r v e s .  In th e  c o n te x t  of gold  s t a n d a r d  c o n ­
v e r t i b i l i t y ,  th e  m a in te n a n c e  of 100 p e r  c e n t  m e t a l l i c  r e s e r v e s  (as  
w a s  th e  p r a c t i c e  o f f o u r t e e n th  c e n tu ry  g o ld s m ith s )  w ou ld  h a v e  d e ­
f e a te d  th e  p u r p o s e  of b an k in g . T h e r e f o r e ,  th e  n a tu r e  of d e b a te  
te n d e d  to  be  b e tw e e n  th o s e  who o p p o se d  b an k in g  in  th e  m o d e r n  s e n s e  
a n d  th o s e  who a d v o c a te d  c o n t r o l  o v e r  th e  q u a l i ty  of b a n k  a s s e t s .  T he  
id e a s  a s s o c i a t e d  w ith  th e  l a t t e r  g r o u p - - u s u a l l y  r e f e r r e d  to  a s  th e
^ I b i d . , p . 139fn. R i c h a r d s  c i t e s  e v id e n c e  in d ic a t in g  th a t  
b e tw e e n  J a n u a r y  17, 1696, an d  M a r c h  24, 1697, £ 2 .  5 m i l l io n  of n e w ly  
m i l l e d  m o n e y  w a s  o b ta in e d  by  c l ip p in g  f r o m  o u ts ta n d in g  co in  
n o m in a l ly  a m o u n tin g  to  £ 4 .  9 m i l l io n .
r e a l - b i l l s  d o c t r i n e - - h a v e  t h e i r  o r ig in ,  a c c o r d in g  to  L lo y d  M in ts ,  
w ith  A d a m  S m ith :
, . . H e is  th e  f i r s t  o f  a  long  s u c c e s s io n  of 
w r i t e r s ,  e x te n d in g  to  th e  p r e s e n t  d ay , who 
h a v e  i n t e g r a t e d  in to  a  s y s t e m a t i c  e x p o s i t io n  
c e r t a i n  id e a s  in  r e g a r d  to  c o n t r o l  of th e  q u a n ­
t i ty  o f  b a n k  c r e d i t ,  th e  k in d s  o f  a s s e t s  b a n k s  
sh o u ld  ho ld , th e  p r o v i s io n  of e l a s t i c i t y  in  the  
c u r r e n c y  b y  m e a n s  of b a n k  c r e d i t ,  a n d ,  f in a l ly ,  
th e  p r o v i s io n  f o r  l iq u id i ty .  H e  w a s ,  in  fa c t ,  
th e  f i r s t  th o ro u g h g o in g  e x p o n en t  of the  r e a l - b i l l s  
d o c t r in e .  ^
F o r c e s  o p p o s in g  b an k ing  in  th e  m o d e r n  s e n s e  a d v o c a te d  
r e l i a n c e  upon  the  d i s c ip l in e  of th e  gold s t a n d a r d  to  d e te r m in e  the  
q u a n ti ty  of c i r c u la t in g  m e d ia ,  th e  im p l i c a t io n  b e in g  th a t  b an k  n o te s  
sh o u ld  b e  t ie d  d i r e c t l y  to  th e  v o lu m e  of b u l l io n  r e s e r v e s  r a t h e r  th a n  
to  th e  n e e d s  of t r a d e .  H e n ry  T h o rn to n  s t a te d  th a t ,  i f  b a n k s  r e ­
s t r i c t e d  lo a n s  to  th e  a m o u n t  of c u r r e n c y  ( p r e s u m a b ly  sp e c ie )  d e ­
p o s i t e d  w ith  th e m ,  th e  e f fe c t  w ould  b e  " ,  . . th e  s a m e  th in g  a s  if  
in d iv id u a ls  w e r e  to  len d  to  o t h e r s ,  w ith o u t  th e  i n te r v e n t io n  of the  
b a n k e r .  T h is ,  of c o u r s e ,  w ould  fo llow  o n ly  if  b a n k  n o te s  w e r e  
s e c u r e d  by  100 p e r  c e n t  m e t a l l i c  r e s e r v e s ,  and  if  a l l  d e p o s i t s  r e p r e  
s e n te d  n o n - d e m a n d  l i a b i l i t i e s .
^ L l o y d  W. M in ts ,  A  H i s to r y  of B an k in g  T h e o r y  (C h icago : 
U n iv e r s i ty  of C h ic a g o  P r e s s ,  1945), p . 25.
1-^Henry T h o rn to n ,  A n  In q u i ry  In to  th e  N a tu r e  a n d  E f fe c ts  
of the  P a p e r  C r e d i t  of G r e a t  B r i t a i n  (1802), a s  c i t e d  b y  M in ts ,  Ib id . 
p. 43.
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T h e  h i s t o r y  of m o n e ta r y  d e b a te  in  n i n e t e e n th - c e n tu r y  
E n g la n d  in d ic a te s  th a t  b an k in g  a s  a going  c o n c e r n  d e v e lo p e d  f a s t e r  
th a n  e c o n o m is t s 1 u n d e r s ta n d in g  of i t .  A  b r i e f  s u r v e y  of the  c o n t r o ­
v e r s y  b e tw e e n  th e  b u l l io n i s t s  and  th e  a n t i - b u l l i o n i s t s  ( c i r c a  1810) and  
the  b an k ing  and  c u r r e n c y  s c h o o ls  (1821-1860) in d ic a te s  d i v e r s e  op in ion  
r e g a r d i n g  th e  im p a c t  of b a n k  n o te s  an d  d e p o s i t s  on p r i c e  l e v e l s ,  i n ­
t e r e s t  r a t e s ,  and  in te r n a t i o n a l  gold m o v e m e n ts .  A bo u t th e  on ly  
a r e a s  of a g r e e m e n t  am o n g  th e  p a r t i e s  to  th e s e  d e b a te s  w e re :  (1) th a t  
n o te s  sh o u ld  b e  c o n v e r t ib le  in to  s p e c ie ,  and  (2) th a t  t h e r e  shou ld  be 
no d i s c r e t i o n a r y  c o n t ro l  o v e r  the  m o n e y  su pp ly . T h e  c u r r e n c y  
s c h o o l  a rg u e d :
. . .  (1) th a t  th e  c u r r e n c y  shou ld  v a r y  p r e c i s e l y  a s  
w ould  a  p u r e ly  s p e c ie  c i r c u la t io n  and  th a t  t h e r e  
sh o u ld  b e  p e r m i t t e d  no d i s c r e t i o n a r y  d e p a r t u r e  f r o m  
su c h  m a n n e r  of v a r i a t i o n  w h a ts o e v e r ;  (2) th a t  the  
c u r r e n c y  sh o u ld  b e  c o n v e r t ib le ;  (3) t h a t  th e  e x c h a n g e s  
w e r e  th e  p r o p e r  gu ide  in  th e  c o n t r o l  of a  p a p e r  c u r ­
r e n c y ;  (4) th a t  the  r a t e  of i n t e r e s t  w a s  a  s ig n i f ic a n t  
f a c to r  in  d e te r m in in g  th e  v o lu m e  of b a n k  i s s u e s ;  an d  
(5) th a t  th e  r e a l - b i l l s  d o c t r in e  w as  c o m p le te ly  i n v a l i d . ^
T h e  b an k in g  sc h o o l ,  on the  o th e r  hand , c o n te n d e d  tha t;
. . . (1) . . . th e  n e e d s  of b u s in e s s  w ould  c o n tro l  th e  
v o lu m e  of n o te s  i s s u e d  an d  th a t  th e  b a n k s  cou ld  no t 
" f o r c e "  t h e i r  n o te s  in to  c i r c u la t io n ;  (2) . . .  a  ban k  
n o te  c u r r e n c y  sho u ld  be  c o n v e r t ib le ;  ( 3) . . . d r a in s  
of s p e c ie  u n d e r  a  m e ta l l i c  c u r r e n c y  s y s te m  w ould 
c o m e  f r o m  g r e a t  n a t io n a l  " h o a r d s "  of go ld , n o t  f r o m  
c u r r e n c y  in  th e  h a n d s  o f th e  p u b lic ;  an d  (4) . . . d e ­
p o s i t s  f o r m  a  s ig n i f ic a n t  p a r t  of the c i r c u la t in g  m e d iu m . ^
14Ib id . , p . 75. Ib id . t p. 86.
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T h e  p r in c ip le s  of th e  c u r r e n c y  sch o o l w e r e  p ro p o s i t io n s  upon 
w h ich  100 p e r  c e n t  r e s e r v e  bank ing  (in  a  m e ta l l i c  s t a n d a r d  con tex t)  
w ould lo g ic a l ly  fo llow . T h a t  i s  to  sa y ,  bank  d e m a n d  l i a b i l i t i e s  sho u ld  
be s e c u r e d  by  100 p e r  c e n t  s p e c ie  r e s e r v e s .
M e m b e r s  of the  c u r r e n c y  sc h o o l ,  su c h  a s  T h o rn to n ,  r e c o g ­
n iz e d  a  b a s ic  f a l l a c y  of the  r e a l - b i l l s  d o c t r in e ,  i. e. , th a t  the  supp ly  
of n o te s  cou ld  i n c r e a s e  a t  a  f a s t e r  r a t e  th an  the  i n c r e a s e  in the 
" n e e d s  of t r a d e ,  " a s  " r e a l  b i l l s "  w e re  i s s u e d  to  f in a n c e  v a r io u s  
s t a g e s  of c o m m e r c e  in  the s a m e  good. ^  On the  o th e r  hand , the  
c u r r e n c y  s c h o o l  (un like  th e  b an k ing  schoo l)  f a i le d  to  r e c o g n iz e  th a t  
d e p o s i t s  c o n s t i tu te d  a  p a r t  of the  m o n ey  su p p ly  and  t h e r e f o r e  i n ­
f lu e n c e d  th e  p r i c e  le v e l .  ^
T h e  p a s s a g e  of P e e l ' s  A c t in 1844 m ig h t  be  c o n s id e r e d  a 
c o m p r o m is e  b e tw e e n  th e  two op p o sin g  v ie w s .  T he  B ank  of E n g lan d  
w as  s e p a r a t e d  in to  two d i s t in c t  d e p a r tm e n t s :  (1) an  i s s u e  d e p a r tm e n t ,
and  (2) a b an k in g  d e p a r tm e n t .  S e c u r i t i e s  v a lu e d  a t  £ 1 4  m il l io n ,  a long  
w ith  a p p r o x i m a t e l y £ 1 4  m il l io n  in  s p e c ie ,  w e re  t r a n s f e r r e d  to the 
i s s u e  d e p a r tm e n t .  T h is  e q u a l le d  th e  a m o u n t  of B an k  of E n g lan d  
n o te s  th e n  o u ts ta n d in g .  T h e r e a f t e r ,  th e  i s s u e  d e p a r t m e n t  cou ld  no t
l 6Ib id . , p. 52. 
i^ Ib id . , pp. 4 2 -43 .
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i n c r e a s e  th e  v o lu m e  of n o te s  o u ts ta n d in g  e x c e p t  in  e x ch a n g e  fo r  gold  
co in  o r  bu llion . T h e  b ank ing  d e p a r t m e n t  c o n tin u ed  to c a r r y  on th e  
u s u a l  b u s in e s s  of b a n k in g - - a c c e p t in g  d e p o s i t s  and  a c q u i r in g  e a rn in g  
a s s e t s .  19 W hile  the  s e p a r a t io n  of the B an k  of E n g la n d  in to  two s e p a ­
r a t e  d e p a r t m e n t s  c a u s e d  th e  su p p ly  of n o te s  to  v a r y  a s  though  th ey
S t r a k e r ,  T he  M oney  M a rk e t  (L ondon: M etheun  and
C o m p an y , 1904), a s  p r e s e n t e d  in  R e a d in g s  in  M oney  an d  B ank ing , 
ed. C h e s t e r  A. P h i l l ip s  (New Y ork : T h e  M a c M il la n  C o m p an y , 
1920), p. 439.
^9jbid . , pp. 439. 440. T h e  f i r s t  s t a t e m e n t  of th e  B ank  of
E n g la n d  a f t e r  th e  p a s s a g e  of P e e l ' s  A c t  w a s  a s  fo llow s:
A CCO U N T O F  T H E  L IA B IL IT IE S  AND A SSETS 
O F  T H E  BANK O F  ENG LA N D  F O R  T H E  W EEK  
ENDING 7th S E P T E M B E R , 1844
I s s u e  D e p a r tm e n t  
D r .  C r .
N o te s  I s s u e d  .£ -2 8 ,3 5 1 ,2 9 5  Govt, D eb t  £ .1 1 ,0 1 5 ,  100
O th e r  S e c u r i t i e s  2 ,9 8 4 ,9 0 0  
Gold C o in  o r
B u ll io n  1 2 ,6 5  7 ,2 0 8
____________  S i lv e r  B u l l io n  1, 694, 087
£ 2 8 ,  351, 295 £ 2 8 , 3 5 1 , 2 9 5
D r .
P r o p r i e t o r s  C a p i ta l  
R e s t
P u b l i c  D e p o s i t s  
O th e r  D e p o s i t s  
S e v e n -D a y  and 
O th e r  B i l l s
B ank in g  D e p a r tm e n t  
C r .
£  14, 553, 000 
3, 564, 729 




S e c u r i t i e s
O th e r
S e c u r i t i e s  
Gold and
S i lv e r  C o in
£ 1 4 ,  551, 834 
7, 835, 616 
857, 765
.£ .3  1, 423, 240 £ 3 1 ,  423, 240
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w e r e  r e g u la te d  b y  i n t e r n a t i o n a l  gold  m o v e m e n t s ,  th e  v o lu m e  of d e ­
p o s i t s  w as  a l lo w e d  to  v a r y  w ith  th e  n e e d s  of t r a d e  a lo n g  the  l in e s  of 
the  r e a l - b i l l s  d o c t r in e .  H o w e v e r ,  the  r e q u i r e m e n t  th a t  n o te s  i s s u e d  
in  e x c e s s  of £ 1 4  m i l l io n  be  fu l ly  s e c u r e d  b y  s p e c ie  r e p r e s e n t e d  a n  
e le m e n t  of 100 p e r  c e n t  r e s e r v e  b a n k in g - - th o u g h  a  r e l a t i v e l y  i n s i g ­
n i f ic a n t  one.
T h e  A m e r i c a n  B a c k g ro u n d  
In  th e  U n ited  S t a te s ,  t h e r e  w a s  l i t t l e  d i s p u te  a b o u t  th e  r o l e  
of b a n k s .  D u r in g  the  c o lo n ia l  p e r io d ,  a c c o r d in g  to  H a r r y  E . M i l le r ,  
b a n k s  w e r e  r e g a r d e d  a s  " , . . l i t t l e  m o r e  th a n  th e  s o u r c e  of a  fo r m  
of c u r r e n c y .  A nd, he  a d d ed , ". . . v i r t u a l l y  th e  w ho le  d i s c u s s i o n  
of b a n k s  t u r n e d  upon  th e  m a t t e r  o f s e c u r in g  an  a d e q u a te  c u r r e n c y .
T h e  w id e ly  h e ld  v iew  th a t  n o te  i s s u e  w a s  th e  u n iq u e  c h a r a c ­
t e r i s t i c  of b a n k s  i s  e x e m p l i f ie d  b y  th i s  s t a t e m e n t  of D a n ie l  W e b s te r  
in  1839, w h ich  is  q u o ted  by  M i l le r :
W hat i s  th a t ,  th e n ,  w ith o u t  w h ic h  any  in s t i tu t io n  
i s  n o t  a  b a n k , and  w ith  w h ich  i t  i s  a  b a n k ?  I t  
i s  th e  p o w e r  to  i s s u e  p r o m i s s o r y  n o te s  w ith  a 
v iew  to t h e i r  c i r c u la t in g  a s  m o n e y .  22
2^ H a r r y  E . M i l l e r ,  B a n k in g  T h e o r i e s  in  th e  U n ited  S ta te s  
B e f o re  1860 (C a m b r id g e :  H a r v a r d  U n iv e r s i ty  P r e s s ,  1927), p . 11.
21Ibid.
22D a n ie l  W e b s te r  a s  c i t e d  by  M i l le r ,  Ib id . , p . 12.
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T h e  c o lo n ia l  v iew  w a s ,  e s s e n t i a l l y ,  th a t  i n c r e a s in g  th e  c u r ­
r e n c y  v ia  b a n k s  of i s s u e  w ould  i n c r e a s e  th e  w e a l th  of th e  n a t io n  by  
f a c i l i t a t in g  th e  g ro w th  of c o m m e r c e .  2^ A f t e r  1820 th is  v iew  w a s  d i s ­
p la c e d  b y  the  v iew  th a t  b a n k  n o te s  p r o v id e d  in e x p e n s iv e  s u b s t i t u t e s  
f o r  s p e c ie ,  b u t  d id  n o t  in f lu e n c e  p r i c e s .  T h is  w a s  b a s e d  upon  A d a m  
S m i th 's  r e a s o n in g  th a t  n o te s  s im p ly  d i s p la c e  s p e c ie ,  and  th a t  th e  
d i s p la c e d  s p e c ie  i s  th en  e m p lo y e d  a b ro a d .  24 A le x a n d e r  H a m il to n  
e x p r e s s e d  th e  v iew  th a t  b a n k s  of i s s u e  a u g m e n te d  th e  a c t iv e  c a p i ta l  
of a  c o u n try  an d  ex p an d e d  in d u s t r y  so  th a t  m o r e  goods w ould  b e  p r o ­
d u c e d  f o r  e x p o r t ,  th u s  in d u c in g  an  in f low  of s p e c ie .
C l e a r ly ,  the  s h o r t a g e  of s p e c ie  in  the  c o lo n ia l  an d  i m m e d i ­
a te  p o s t - c o lo n ia l  U n ited  S ta te s  p ro v id e d  th e  in c e n t iv e  to  d e v e lo p  
ban k in g  a s  a  s o u r c e  of c u r r e n c y ,  an d  the  r e a l - b i l l s  d o c t r in e  p ro v id e d  
t h e o r e t i c a l  a s s u r a n c e s  th a t  th e  a m o u n t  of n o te s  i s s u e d  w ou ld  n e v e r  b e  
e x c e s s iv e .  T h e  t e s t  of w h e th e r  o r  n o t  n o te  i s s u e  w a s  e x c e s s iv e  w as 
a p p a r e n t ly  the  a b i l i ty  of b a n k s  of i s s u e  to  m a in ta in  go ld  c o n v e r t ib i l i ty .
In  s u m m a r y ,  t h e r e  w a s  no t r a d i t i o n  of b an k in g  in  th e  U n ited  
S ta te s  e x c e p t  a s  a  m e a n s  of su p p le m e n t in g  o r  e c o n o m iz in g  th e  su p p ly  
of s p e c ie  c u r r e n c y .  W hile  f r a c t io n a l  r e s e r v e  b an k in g  in  E n g la n d  and  
th e  E u r o p e a n  c o n t in e n t  ev o lv e d  f r o m  e a r l i e r  f o r m s  of 100 p e r  c e n t  
r e s e r v e  b a n k in g ,  in  th e  U n ited  S ta te s  th e  on ly  b an k in g  t r a d i t i o n  w as
z3Ib id . , pp. 2 6 -29 . 24Ib id . , p. 40. 25Ib id . , p. 51.
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th a t  of f r a c t io n a l  r e s e r v e  b an k ing . T h e r e  w e r e  o n ly  two a p p r o x i ­
m a t io n s  of 100 p e r  c e n t  r e s e r v e  b an k in g  in  th e  U nited  S ta te s  th a t  m a y  
b e  c i te d .  F i r s t ,  t h e r e  w as th e  In d e p e n d e n t  T r e a s u r y ,  b u t  of c o u r s e  
i t  w as  b a n k e r  on ly  fo r  th e  F e d e r a l  g o v e rn m e n t .  S eco n d , t h e r e  w a s  
the  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t  a g a in s t  n a t io n a l  b a n k  n o te s  in  
th e  f o r m  of U n ited  S ta te s  g o v e rn m e n t  b o n d s .  W h ile  t h e r e  w e r e
s k e p t ic s ,  su c h  a s  A n d re w  J a c k s o n ,  who v iew ed  b a n k s  of i s s u e  w ith
26d i s t r u s t ,  ° th e  e s s e n t i a l  b an k in g  p r o b le m  in  th e  U n ited  S ta te s  w as  
p r o te c t in g  d e p o s i to r s  and  no te  h o ld e r s  f r o m  l o s s e s  due  to  bank  
f a i l u r e s  r e s u l t i n g  f ro m  o v e r e x te n s io n  r e l a t i v e  to  s p e c ie  r e s e r v e s .
T h a t  th i s  w a s  the  c e n t r a l  c o n c e rn  w a s  e v id e n c e d  by  su c h  s c h e m e s  
a s  the  N ew  Y o rk  S a fe ty  F u n d  s y s te m ,  th e  Suffo lk  P la n ,  th e  r e ­
d e m p t io n  p o l ic i e s  of b o th  th e  F i r s t  and  S eco nd  B a n k s  of the  U n ited  
S t a te s ,  and  the  r e s e r v e  r e q u i r e m e n t s  u n d e r  th e  N a t io n a l  B ank ing  
A c ts  of 1863 an d  1864. So lo ng  a s  th e  q u a n ti ty  of c i r c u la t in g  m e d ia  
w as  t ie d  to  th e  q u a n ti ty  of s p e c ie  (though  on a  f r a c t io n a l  r e s e r v e  
b a s i s ) ,  th e  d o c t r in e  of sound  s e l f - l iq u id a t in g  lo a n s  w a s  a s s u m e d  to 
m i t ig a te  a g a i n s t  o v e re x te n s io n  of c r e d i t .  M o r e o v e r ,  i n c r e a s e s  in  
th e  d o m e s t i c  p r i c e  l e v e l  c a u s e d  by  e x c e s s iv e  b a n k  c r e d i t  w ould  be  
s u b je c t  to  th e  d i s c ip l in e  of i n t e r n a t io n a l  gold  m o v e m e n ts .
26 F o r  e x a m p le ,  s e e  A r th u r  M. S c h le s in g e r ,  J r .  , T h e  A ge 
of J a c k s o n  (N ew  Y ork : T h e  N ew  A m e r i c a n  L i b r a r y  of W o rld  
L i t e r a t u r e ,  Inc. , 1949), pp. 3 5 -6 4 .
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T h e  e s t a b l i s h m e n t  of th e  F e d e r a l  R e s e r v e  S y s te m ,  l ike  
P e e l ' s  A c t of 1844 in  E n g lan d , r e p r e s e n t e d  a  w edd ing  of th e  b a s i c  
p r in c ip le s  of th e  b an k ing  an d  c u r r e n c y  s c h o o ls .  T he  s to c k  of m o n e y  
w as  u l t im a te ly  l im i te d  on one hand  by  l e g a l  go ld  r e s e r v e  r e q u i r e ­
m e n ts  upon the  c e n t r a l  b an k , w h ile  on the  o th e r  hand  the  in d iv id u a l  
c o m m e r c i a l  b a n k s  w e r e  f r e e  to  v a r y  c r e d i t  b a s e d  upon  th e  n e e d s  of 
t r a d e .
T h u s ,  the  b an k in g  h i s t o r y  of the  U n ited  S ta te s  h a s  b e e n  a  
h i s t o r y  of f r a c t io n a l  r e s e r v e  b an k in g . Up to  th e  tw e n t ie th  c e n tu ry ,  
th e  m a jo r  b an k in g  r e f o r m  s c h e m e s  w e r e  a im e d  a t  im p ro v in g  th e  
s y s t e m  r a t h e r  th an  r e p la c in g  i t .  H o w e v e r ,  a t  the  s a m e  t im e  th a t  
th e  F e d e r a l  R e s e r v e  S y s te m  w as  in th e  p lan n in g  s t a g e s ,  th e  f i r s t  
p la n s  fo r  a  r e t u r n  to  the  a n c ie n t  p r a c t i c e  of 100 p e r  c e n t  b an k in g  w e r e  
a l s o  b e in g  o f fe re d .  T h e  r e m a in d e r  of th is  c h a p te r  w i l l  b e  d e v o te d  to 
two su c h  p la n s .
Jo h n  R . C u m m in g s
O ne of th e  f i r s t  p r o p o n e n ts  of 100 p e r  c e n t  r e s e r v e  b ank in g  
d u r in g  th e  tw e n t ie th  c e n tu r y  w a s  Jo h n  R . C u m m in g s .  ^  C u m m in g s  
m u s t  b e  c l a s s i f i e d  a s  a n  A m e r i c a n  u to p ia n  who p r e s e n t e d  s im p le  
so lu t io n s  to c o m p le x  p r o b le m s  in  m u c h  the  s a m e  fa s h io n  a s  did
27 Jo h n  R , C u m m in g s ,  N a tu r a l  M o n e y : T h e  P e a c e f u l
S o lu tion  (New Y ork: T h e  B a n k e r s  P u b l i s h in g  C o m p an y , 19l2)t
210 pp.
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G e o rg e  B ellam y^®  an d  W il l ia m  D e a n  H o w e lls .  ^  Yet, w h ile  N a t u r a l  
M o ney : T h e  P e a c e f u l  S o lu t io n  c o m e s  n e a r e r  to  the  c l a s s i f i c a t io n  of 
s o c ia l  p r o t e s t  n o v e l  th a n  e c o n o m ic  t r e a t i s e ,  i t  d o e s  c o n ta in  in s ig h ts  
in to  the  u s e  of m o n e ta r y  an d  f i s c a l  p o l ic y  a s  a  m e a n s  of e co n o m ic  
s ta b i l i z a t io n .
In  the  f a s h io n  of H e n ry  G e o rg e ,  C u m m in g s  a d v o c a te d  
p u b l ic  o w n e r s h ip  of u t i l i t i e s  an d  la n d  (v ia  th e  s in g le  tax ) .  H is  
p r i m a r y  goal w a s  to d e v is e  a s c h e m e  f o r  e l im in a t in g  p o v e r ty  and  
u n e m p lo y m e n t  an d  ex p an d in g  the  ou tp u t of s o c ia l  g o ods , w hile  a t  the 
s a m e  t im e  a c h ie v in g  p r i c e  s ta b i l i ty .  A m ong  h is  p r o p o s a l s  fo r  
a t ta in in g  th e s e  m o s t  d e s i r a b l e  ends  w a s  100 p e r  c e n t  r e s e r v e  b an k in g  
c o m b in e d  w ith  a u to m a t ic  m o n e ta r y  an d  f i s c a l  p o l ic y .
H is  s c h e m e  m a y  be  s u m m a r i z e d  a s  fo llow s: T h e  g o v e r n ­
m e n t  w ou ld  i n c r e a s e  th e  m o n e y  su p p ly  by  e m p lo y in g  w o r k e r s  a t  a 
l iv in g  w a g e ^  to u n d e r ta k e  p u b lic  w o rk s  p r o j e c t s .  T h e  g o v e rn m e n t  
w ould  f in a n c e  t h e s e  p r o j e c t s  by  i s s u in g  in c o n v e r t ib le  p a p e r  c u r r e n c y .
28 G e o rg e  B e l la m y ,  L ook in g  B a c k w a rd  (New Y ork ; H oughton , 
M iff l in  an d  Co. , 1898), 337 pp.
^ W i l l i a m  D e a n  H o w e lls ,  A  T r a v e l e r  f r o m  A l t r u r i a  (New 
Y ork : S a g a m o r e  P r e s s ,  1957), 211 pp.
^ H e n r y  G e o rg e ,  P r o g r e s s  an d  P o v e r t y  (New Y ork : R o b e r t  
S c h a lk e n b a c h  F o u n d a t io n ,  1955), 599 pp.
■^The t e r m  " l iv in g  w a g e "  w as  no t  p r e c i s e l y  d e f in e d  by 
C u m m in g s .
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T h e  i n c r e a s e  in  a g g re g a te  d e m a n d  r e s u l t i n g  f ro m  i n c r e a s e d  pub lic  
spend ing  w ould  c a u s e  th o se  w o r k e r s  to be  b id  b a c k  in to  the  p r iv a t e  
s e c to r  of the econom y. T h e  p ro b le m  of in f la t io n  w ould be  so lv ed  by  
a r e v e r s a l  of th is  p r o c e s s .  I n c r e a s e d  e m p lo y m e n t  in  the  p r iv a te  
s e c to r  of the  eco n o m y  would a u to m a t ic a l ly  r e s u l t  in  d e c r e a s e d  pub lic  
e x p e n d i tu re s ,  an d  a  s u rp lu s  b u d g e t  would e n su e  w ith  c o n t r a c t io n a r y  
e f fe c ts .
C u m m in g s '  s c h e m e  w as d e s ig n e d  to  fu n c t io n  a c c o rd in g  to  
r u l e s  r a t h e r  th an  d i s c r e t i o n a r y  a u th o r i ty .  F o r  e x a m p le ,  a t  a l l  t im e s  
the  a m o u n t  of p u b lic  w o rk s  w as to  b e  d e te r m in e d  by th e  m a r k e t  p r i c e  
of l a b o r  r e l a t i v e  to  the  " l iv in g  w a g e"  o f f e r e d  by the  g o v e rn m e n t .
D u r in g  c y c l ic a l  d o w n tu rn s ,  w ag es  in  the  p r iv a t e  s e c to r  w ould  f a l l  
b e lo w  the  g o v e rn m e n t  w age, and e m p lo y m e n t  on p u b lic  w o rk s  would 
in c r e a s e .  D u rin g  c y c l ic a l  u p sw in g s ,  p r iv a te  w a g e s  w ould  r i s e ,  
a t t r a c t in g  l a b o r  aw ay  f r o m  pu b lic  w o rk s  e m p lo y m e n t .  T he  r u le  of 
p o l ic y  would be  the  " l iv in g  w age, " o r  s o c ia l  m in im u m . T he  g o v e rn ­
m e n t  w ould  buy  a l l  l a b o r  p r e s e n te d  a t  th is  p r i c e .  ^2 T h e  m a r k e t  
p la c e  w ould  d e c id e  th e  r e l a t i v e  p r o p o r t io n s  to  be e m p lo y ed  by the  
p ub lic  an d  p r iv a t e  s e c t o r s  of the  econom y.
C u m m in g s  w as s t ro n g ly  opposed  to  an y  d i s c r e t i o n a r y  
m a n ip u la t io n  of th e  m o n ey  supp ly  fo r  p u r p o s e s  of p r i c e  le v e l
32 C u m m in g s  w a s ,  in  e ffec t ,  ad v o ca tin g  a c o m m o d i ty  ( lab o r)  
m o n e ta r y  s ta n d a rd ,  w ith  the  " m in t"  ob lig ed  to buy  a l l  l a b o r  p r e ­
se n te d  to  i t  a t  th e  s t a tu to r y  p r i c e  (i. e. , the  " l iv in g  w age") .
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s ta b i l i z a t io n .  In  h is  v iew , ". . . a n y  e x e r c i s e  of o f f ic ia l  p o w e r  to 
expand  o r  c o n t r a c t  th e  v o lu m e  of m o n e y  i s  of a  p ie c e  w ith  l ig h t ­
w e ig h t  i s s u e s ,  r e p u d ia t io n ,  a n d  c o n fu s io n .  "33  T h e  m a r k e t  w a s  to  be  
*
a l lo w e d  to  f ix  th e  v a lu e  of m o n ey . " I t  i s  fo r  u s ,  "  h e  c o n c lu d ed , " to  
s e t  the  m a c h in e r y  going , an d  th e n  k e e p  h a n d s  off. "34
T h ro u g h  C um m ings*  s c h e m e  of a u to m a t ic  m o n e ta r y  and  
f i s c a l  p o l ic y ,  the  s to c k  of " n a t u r a l  m o n e y "  w ould  i n c r e a s e  a lo n g  
w ith  p o p u la t io n  g ro w th  and  th e  c o n c o m ita n t  i n c r e a s e  in  g o v e rn m e n t  
e x p e n d i tu r e s .  In  o r d e r  to  p r e v e n t  th e  e x p a n s io n  an d  c o n t r a c t io n  of 
b a n k  c r e d i t  f r o m  i n te r f e r i n g  w ith  th e  o r d e r l y  g ro w th  of " n a t u r a l  
m o n e y ,  " C u m m in g s  c o n c lu d ed  th a t  b a n k s  shou ld  b e  r e q u i r e d  to h o ld  
100 p e r  c e n t  r e s e r v e s  a g a i n s t  d e m a n d  d e p o s i t s .  A l l  o th e r  f in a n c ia l  
in s t i tu t io n s  w ould  s im p ly  s e r v e  a s  i n t e r m e d i a r i e s  b e tw e e n  s a v e r s  
an d  b o r r o w e r s .  33
C u m m in g s  s u g g e s te d  th a t  th e  g ro w th  of " n a t u r a l  m o n e y "  
w ould  p u t a l l  b u s i n e s s  M. . . on a  c a s h  b a s i s ,  " 3^ an d  th u s  r e m o v e  
th e  n e e d  fo r  b o r ro w in g  s h o r t - t e r m  c a p i ta l .  I t m a y  be  i n f e r r e d  th a t  
C u m m in g s  thou gh t th a t  th e  in s t i tu t io n  o f 100 p e r  c e n t  r e s e r v e  bank ing  
w ould  r e s u l t  in  le n g th e n in g  the  p r iv a t e  d e b t  s t r u c t u r e ,  b u t  h e  w as  n o t  
c l e a r  in  e x p la in in g  why t h i s  w ou ld  o c c u r .  A l l  th a t  c a n  b e  s a id  w ith
33 C u m m in g s ,  o p . c it .  , p. 27.
3 4 Ib id . 3 5 I b i d . , pp. 190-195.
3 6 Ib id . , p. 191.
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c e r t a i n t y  i s  th a t  C u m m in g s  p r e d i c t e d  th a t  " . . . t h e r e  w ould  no 
lo n g e r  b e  a  n e e d  fo r  s h o r t - t e r m  lo a n s ,  1,37 and  th a t  th e  s h o r t a g e  of 
s h o r t - t e r m  s e c u r i t i e s  w ould  c a u s e  th e  l iq u id i ty  n e e d s  of h o u se h o ld s  
an d  f i r m s  to  b e  s a t i s f i e d  by  ho ld ing  c a s h ,  and  th a t  b o r ro w in g  and  
le n d in g  w ould  b e  on  a  l o n g - t e r m  b a s i s .  38
N a tu r a l  M oney  w a s ,  a t  b e s t ,  w i ld ly  v i s i o n a r y  in  i t s  p u r ­
p o r t e d  r e s u l t s .  T h e  s o p h is t i c a te d  e c o n o m is t  m ig h t  h a v e  l i t t l e  
p a t i e n c e  w ith  a  m o n e t a r y  s c h e m e  th a t  p u r p o r t s  to  r e m a k e  th e  w o r ld  
so  th a t  c o n g e s te d  c i t i e s  would b e  r e p l a c e d  b y  " . . .  a  co n tin u o u s  
s u c c e s s io n  of a lm o s t  co n tig u o u s  v i l l a g e s  . . . .  " 39 w h e r e  a l l  p e o p le  
". . . jo in  in  th e  g ro w in g  of c r o p s .  . . . "4 0 in  the  s p r in g  and
. . d u r in g  th e  w in te r  h a l f - y e a r  b e  e n g a g e d  in  f a c t o r i e s ,  sh o p s ,  
a n d  o f f ic e s .  . . . " 4  ^ In d ee d , few  p r e s e n t - d a y  e c o n o m is ts  would 
e n d u re  th e  f in a l  c h a p te r ,  w h ich  c o n ta in s  th e  H o m e r ic  ep ic  of the  
h e ro in e ,  L a b o r a ,  and  h e r  s p o u s e ,  C a p i tu lu s  (" . . . who s h a l l  w o rk  
by  m a g ic  b e c a u s e  he  h a s  no h a n d s .  " 42), i n  t h e i r  s t r u g g l e s  a g a in s t  
th e  v i l l a in ,  M o n o p o lu s .  Yet i n t e r s p e r s e d  am o n g  th e  m e l o d r a m a  and  
u to p ia n  v i s io n s  a r e  g l im m e r in g s  of i d e a s  d e s t in e d  to  b e c o m e  i m ­
p o r t a n t  to p ic s  of e c o n o m ic  c o n t r o v e r s y  t h i r t y  y e a r s  l a t e r .  In h is  
a d v o c a c y  of 100 p e r  c e n t  r e s e r v e  b an k in g  an d  a  p a p e r  c u r r e n c y
37 Ib id . , p. 196. 3 8 Ib id . , pp. 196-197.
3 9lbid . , p. 120 . 4 °Ib id .
41 Ib id . 4 2 Ib id . , p. 204.
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m a n a g e d  by r u l e s ,  a lo n g  w ith  h is  a n a ly s i s  ( c ru d e  th oug h  i t  w as)  of 
s h o r t - t e r m  d e b t,  C u m m in g s  a n t i c ip a te d  th e  l a t e r  w o rk  of I rv in g  
F i s h e r  an d  H e n ry  S im o n s .  43 A ls o ,  h is  a n a l y s i s  of f i s c a l  p o l ic y  a s  
a  to o l  fo r  e c o n o m ic  s t a b i l i z a t io n  b e a r s  so m e  r e s e m b l a n c e  to  the  
p o l ic i e s  a s s o c i a t e d  w ith  Jo h n  M a y n a rd  K e y n e s  d u r in g  th e  G r e a t  D e ­
p r e s s i o n  of the  1930 's .
F r e d e r i c k  Soddy
T h e  o th e r  p re -1 9 3 0  p ro p o n e n t  of 100 p e r  c e n t  r e s e r v e  b ank ing
to b e  c o n s id e r e d  i s  F r e d e r i c k  Soddy. Soddy m a y  b e  c o n s id e r e d  a
p r e c u r s o r  of F i s h e r ,  S im o n s ,  et a l .  , no t  b e c a u s e  of th e  t h e o r e t i c a l
d e v e lo p m e n t  le a d in g  to  h is  a d v o c a c y  of 100 p e r  c e n t  r e s e r v e  b ank in g ,
b u t  b e c a u s e  of the  s i m i l a r i t y  of h i s  r e f o r m  p r o p o s a l s  to  th o se  th a t
w e r e  to  c o m e  d u r in g  th e  1930 's .
F r e d e r i c k  Soddy w as  a  c h e m is t  by  t r a in in g ,  who, w h ile  a
p r o f e s s o r  of c h e m is t r y  a t  O x fo rd ,  w as  a w a rd e d  the  N o b e l  P r i z e  in
1921 f o r  h i s  c o n tr ib u t io n s  in  the  f ie ld  of r a d io a c t iv i ty .  H is  sh i f t  in to
e c o n o m ic s  w a s  e x p la in e d  in  th is  fa sh io n :
T h e  t a s k  of th e  s c i e n t i s t ,  a s  h e  saw  i t ,  w a s  no t 
on ly  to  m a k e  n ew  d i s c o v e r i e s ,  b u t  a l s o  to  p o in t  
ou t  t h e i r  a p p l ic a t io n .  S in ce  th e  m o s t  s e r io u s  
p r o b le m s  of the  d a y  s e e m e d  to  h im  to  b e  e c o n o m ic  
in  n a tu r e ,  Soddy tu rn e d  h i s  a t t e n t io n  to  th i s  f ie ld ,  
c o n fid e n t  th a t  th e  m e th o d s  w h ich  had  p r o v e d  so
4 3A th o ro u g h  d i s c u s s i o n  of F i s h e r  and  S im o n s  i s  c o n ta in e d  
in  C h a p te r  HI.
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s u c c e s s f u l  in  h i s  c h e m ic a l  r e s e a r c h e s  w ould  
p ro v id e  a  so lu t io n  fo r  the  p r o b l e m s  of e c o n o m ic  
l i f e .  44
In 1926, Soddy  f i r s t  p r e s e n t e d  h i s  s c h e m e  fo r  m o n e t a r y
r e f o r m .  H is  m o n e ta r y  t h e o r y  r e s t s  upon the  c o n c e p t  of v i r t u a l
w e a l th ,  w h ich  in  h is  a n a ly s i s  s e r v e s  a s  a n  i n t e r m e d i a r y  b e tw e e n
w e a l th  an d  m o n ey . He d e f in e d  w e a l th  a s  a  f o r m  o r  p r o d u c t  of e n e rg y ,
c o n s i s t in g  of r a w  m a t e r i a l s  t r a n s f o r m e d  in to  c o n s u m e r  g oods and
c a p i ta l  g o ods . 45 V i r tu a l  w e a l th  w a s  d e f in e d  by  Soddy in  th is  f a sh io n :
T h e  in d iv id u a ls  of a  n a t io n ,  in  a d d it io n  to  owning 
e v e ry th in g  . . . own a l s o  a  c e r t a i n  q u a n t i ty  of 
p r o m i s e s  to  r e c e i v e  w e a l th  on d e m a n d ,  o r  m o n e y .  . . .
In  a d d it io n  to  w h a t  th e y  p o s s e s s  th e y  a r e  ow ed . . . 
w e a l th  £eq u a l to  th e  s to c k  of m o n e y 7 o v e r  and  ab o v e  
w h a t  e x i s t s .  T h is  n o n - e x i s t e n t  . . . w e a l th ,  I c a l l  
th e  V i r tu a l  W ea lth  (V, W . ) of the  n a tio n .  46
Soddy  a p p a r e n t ly  m e a n t  th a t ,  in  a d d i t io n  to  " r e a l "  w e a l th ,
th e  s to c k  of m o n ey  r e p r e s e n t s  c l a im s  to  w e a l th  w h ich  a r e  in  f a c t
c o n s id e r e d  to  be  w e a l th ,  t h a t  i s ,  m o n e y  r e p r e s e n t s  th a t  q u a n ti ty  of
c o n v e n t io n a l ly  m e a s u r e d  w e a l th  w h ich  is  co u n te d  tw ic e .  T h e  v a lu e
4 4 h i a r g a r e t  G. M y e r s ,  M o n e ta r y  P r o p o s a l s  f o r  S o c ia l  
R e f o r m  (New Y ork : C o lu m b ia  U n iv e r s i ty  P r e s s ,  1940), p. 73.
4 5 p r e d e r i c k  Soddy , " W e a lth ,  C a p i ta l  an d  M oney: A  R S s u m ^  
of M y T h e o r i e s ,  "  E c o n o m ic  F o r u m ,  II (1933), 291. A ls o  s e e  h is  
W e a l th , V i r t u a l  W e a lth  and  D eb t  (L ondon: G e o rg e  A l le n  & U nw in, 
L td .  , 1926), 320 pp.
4 6 so d d y , " W e a lth ,  C a p i ta l  an d  M oney: A R ^ s u m e  of My 
T h e o r i e s ,  "  p. 294.
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of the  m o n e ta r y  u n it ,  a c c o r d in g  to  Soddy, is  v i r t u a l  w e a l th  d iv id e d  
by  th e  q u a n ti ty  of m o n e y ,  and  the  r e c i p r o c a l  of th e  v a lu e  of th e  
m o n e ta r y  u n i t  i s  th e  p r i c e  index .
M oney , w e a l th ,  a n d  v i r t u a l  w e a l th  a r e  r e l a t e d  a s  fo l low s:
A n a t io n 's  s to c k  of m o n e y  i s  th e  a m o u n t  of a  " p a r t i c u l a r  s o r t  of d e b t"  
th a t  w ould  e x is t  u n d e r  b a r t e r  c o n d it io n s .  H o w e v e r ,  Soddy  a d d ed ,
" I t  i s  no t  th e  on ly  s o r t  of d e b t ,  b u t  i t  i s  th e  on ly  s o r t  of d e b t  r e ­
p a y a b le  in  an y  f o r m  of p u r c h a s a b l e  w e a l th  upon  d e m a n d  a t  th e  op tion  
of th e  o w n e r  of the  d eb t.  " 4 ® T h is  d eb t,  w h ic h  is  e x p r e s s e d  by  the  
sum  of a  n a t i o n 's  m o n ey , r e p r e s e n t s  a  d e f ic i t  of r e a l  w e a l th ,
", . . c o m p o s e d  of a c tu a l  th in g s  w h ic h  th e  o w n e r s  of the  m o n e y  a r e  
e n t i t le d  to  p o s s e s s  b u t  v o lu n ta r i ly  go w ith o u t,  o r  a b s t a in  f ro m  
p o s s e s s in g .  . . . " 49
4 ^Ibid. , pp. 2 9 4 -2 9 5 . E m p lo y in g  S o d d y 's  s y m b o ls - - V W  is  
v i r t u a l  w e a l th ,  £ Q  th e  q u a n ti ty  of m o n e y — th e s e  r e l a t i o n s h i p s  c a n  be  
e x p r e s s e d  in  th e  fo llo w in g  fa sh io n :
£  _ VW
X  = v t t  = P r i c e  I n d e x
VWT h a t  i s ,  v i r t u a l  w e a l th  p e r  u n i t  of m o n e y  e q u a ls  -q -, an d  w h e r e  
VW -  Q, £ <  1; t h e r e f o r e ,  the  p r i c e  of a  u n i t  of v i r t u a l  w e a l th  ~ 1*
T h is  m e th o d  of d e te r m in in g  th e  p r i c e  in d e x  c o n fu s e s  a  s to c k  
(w ealth )  w ith  a  f low  ( in c o m e ) .
4 ®Soddy, W ea lth ,  V i r t u a l  W ea lth  an d  D eb t ,  p. 204.
4 <?Ibid.
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T h a t  a g g r e g a te  v i r t u a l  w e a l th  i s  n e c e s s a r i l y  eq u a l to the  
s to c k  of m o n e y  p o s s e s s e d  by  th e  c o m m u n i ty  ". . . o b s c u r e s  th e  r e a l  
t ru th .  A c c o rd in g  to  Soddy, "T h e  v i r t u a l  w e a l th  h a s ,  in  f a c t ,  
v e r y  l i t t l e  to  do w ith  the  q u a n ti ty  of m o n ey . "51
W hat Soddy  w as  a p p a r e n t ly  c o n c e rn e d  w ith  h e r e  w as  the  
e f fe c t  of l iq u id i ty  p r e f e r e n c e  { e x p r e s s e d  in  r e a l  t e r m s )  on the  p r i c e  
le v e l ,  g iven  a  c o n s ta n t  s to c k  of m o n ey . W hen new  m o n ey  ( in c lu d in g  
d e m a n d  d e p o s i ts )  is  i s s u e d ,  c la im e d  Soddy, t h e r e  i s  a n  i n c r e a s e  in  
th e  q u a n ti ty  of m o n e y  w ith o u t  an y  c o r r e s p o n d in g  c h an g e  in  v i r t u a l  
w e a l th ;  t h e r e f o r e ,  the  p r i c e  l e v e l  r i s e s  and , a s  a  c o n se q u e n c e ,
" . . . a l l  p r e v io u s ly  e x is t in g  m o n e y  b e c o m e s  w o r th  l e s s  by j u s t  w ha t 
th e  i s s u e r s  of new  m o n e y  g e t  fo r  no th ing . "5 ^  If, he  co n tin u ed ,
. . nobody  a p p e a r s  to  g ive  up  a n y th in g  w hen  so m e  one  a c q u i r e s  
o th e r  peop les*  p r o p e r t y  £_with new ly  i s s u e d  m o n e ^ / ,  th e  on ly  p o s s ib le  
s o u r c e  i t  c an  c o m e  f r o m  is  th e  V i r t u a l  W ea lth .  It a s s u r e d l y  i s  n o t
c  o
c r e a t e d  by  m a g ic .  . . . "
S in ce  he  v ie w e d  v i r t u a l  w e a l th  a s  a  . . c o n s e r v a t iv e  
q u a n ti ty  in c a p a b le  of su d d e n  and  v io le n t  f lu c tu a t io n  . . . p ro p o r t io n a l  
to  . . . th e  p r o s p e r i t y  and  a f f lu e n c e  of the  n a t io n ,  o th e r  th in g s  be ing
^ I b i d .  , p. 140. Sl ib id ,
^ S o d d y ,  "W e a lth ,  C a p i ta l  an d  M oney; A  R ^ s u m £  of My 
T h e o r i e s ,  " p .  296.
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e q u a l  g ro w in g  w ith  the  g ro w th  of p o p u la t io n ,  he r e c o m m e n d e d  
th a t  th e  p r i c e  l e v e l  b e  h e ld  c o n s ta n t  b y  , . th e  c o n c o m ita n t  i n ­
c r e a s e  in  Q /q u a n t i ty  of m o n e y /  a s  v i r t u a l  w e a l th  n a tu r a l l y  i n ­
c r e a s e s .
T h e  fo re g o in g  a n a l y s i s  o f Soddy, w hen  t r a n s l a t e d  in to  
m o d e r n  t e r m s ,  s e e m s  to  im p ly  th a t  a  n a t i o n 's  d e m a n d  fo r  r e a l  
b a la n c e s  i s  d i s tu r b e d  by  c h a n g e s  in  th e  a m o u n t  of c i r c u la t in g  m e d ia .  
W hen b a n k s  (o r  g o v e rn m e n t)  c r e a t e  new  m o n e y  in  o r d e r  to  f in a n c e  
n ew  p u r c h a s e s ,  th ey  in f la te  th e  p r i c e  l e v e l  an d  r e d u c e  th e  r e a l  v a lu e  
of p r e v io u s ly  e x is t in g  m o n e y  a s s e t s .
In o r d e r  to  i n s u r e  p r i c e  s t a b i l i ty ,  Soddy  w is h e d  to  c o n t r o l  
th e  s to c k  of m o n e y  so  th a t  i t  w ou ld  r e m a i n  " . . , r e a s o n a b l y  c o n ­
s ta n t  f r o m  w e e k  to  w eek , b u t  o v e r  a  t e r m  of y e a r s  i n c r e a s e s  . . . 
r e g u l a r l y  a s  th e  n u m b e r s  and  a f f lu e n c e  of the  n a t io n  i n c r e a s e d .  "56
Soddy c o n s id e r e d  the  b an k in g  c o m m u n i ty  and  th e  b o r r o w e r  
to  be  g u i l ty  of " . . . h ig h  t r e a s o n  a g a i n s t  th e  n a t io n ,  a  m o n s t r o u s
c 7
c a n c e r  in v ad in g  i t s  h e a r t .  . . . 11 * He a p p a r e n t ly  b e l ie v e d ,  in  the  
m o s t  n a iv e  w ay , th a t  b a n k e r s  c r e a t e  m o n e y  " o u t  of th in  a i r "  and  th e  
b o r r o w e r s  g e t  " s o m e th in g  fo r  n o th in g '1 by  c a u s in g  in f la t io n .
5 4 Ib id , , p. 295. 5 5Ib id . , p. 297.
5 6Ib id . , p. 295.
^ F r e d e r i c k  Soddy, M oney  v e r s u s  M an; a  S ta te m e n t  of th e  
W o rld  P r o b l e m  f r o m  th e  S ta n d p o in t  of th e  New E c o n o m ic s  (L ondon: 
G e o rg e  A lle n  & Unwin, L td . , 1931), p. 19.
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S o d d y 's  p la n  c a l le d  fo r  r e q u i r i n g  b a n k s  to  k e e p  r e s e r v e s  in  
th e  f o r m  of n a t io n a l  m o n e y  equ a l  to  100 p e r  c e n t  of d e m a n d  d e p o s i t s .  
T h e  b a n k s  w ould  e x c h a n g e  " N a t io n a l  D e b t  s e c u r i t i e s 1* fo r  th e  n a t io n a l  
m o n e y  n e e d e d  to  m e e t  th e  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t .  B a n k s  
w ould th en  b e  a b le  to a c q u i r e  e a rn in g  a s s e t s  w ith  fu n d s  o b ta in e d  in  
e x ch a n g e  fo r  n o n -d e m a n d  l i a b i l i t i e s  o r  f r o m  th e  s a le  of g o v e rn m e n t  
s e c u r i t i e s .  V a r ia t io n  in  the  s to c k  of m o n e y  cou ld  th e n  o c c u r  th ro u g h  
g o v e rn m e n t  i s s u e  o r  r e t i r e m e n t  of n a t io n a l  m o ney .
U n d e r  Soddy*s s c h e m e ,  the  m o n e y  su p p ly  w ould  b e  v a r i e d  
in  r e s p o n s e  to  c h a n g e s  in  th e  p r i c e  in d ex . ^9 I n t e r e s t - b e a r i n g  d e b t  
w ould  b e  p u r c h a s e d  w ith  n a t io n a l  m o n e y  in  the  e v en t  of a  p r i c e  in d e x  
d e c l in e ;  in  th e  e v e n t  of an  i n c r e a s e ,  m o n e y  w ould  b e  w i th d ra w n  f r o m  
c i r c u la t io n  v ia  s u r p lu s  b u d g e t  ta x a t io n .  ^0
A s w il l  b e  n o te d  in  C h a p te r  III, th e  a c tu a l  te c h n iq u e  of 
r e f o r m  a d v o c a te d  in  the  1920*3 b y  Soddy  is  n o t  f a r  r e m o v e d  f r o m  
th o s e  a d v o c a te d  b y  F i s h e r ,  S im o n s ,  C u r r i e ,  e t  a l .  , d u r in g  the  
1930’s. T h e  t h e o r e t i c a l  u n d e rp in n in g s  of h is  r e f o r m  p r o p o s a l s
C Q
" N a t io n a l  m o n e y ,  " a s  u s e d  by  Soddy, r e f e r s  to  n o n -  
i n t e r e s t - b e a r i n g  g o v e rn m e n t  s e c u r i t i e s .
^ S o d d y  n e v e r  s p e c i f i c a l ly  d e f in e d  h is  ind ex , b u t  m e r e l y  
a s s u m e d  i t  to  b e  a  t e c h n ic a l i ty  th a t  cou ld  be  w o rk e d  o u t  by  e x p e r t s .
He a d v o c a te d  th e  e s t a b l i s h m e n t  of a  B o a r d  of S t a t i s t i c i a n s  "h av in g  
th e  s t a tu s  of ju d g e s "  to  " , . . a s c e r t a i n  th e  p r i c e  in d e x  an d  d e te c t  
i t s  t e n d e n c ie s  and  o th e r  r e l e v a n t  s t a t i s t i c a l  d a ta .  " "W e a lth ,
C a p i ta l  a n d  M oney: A  R e s u m e  of M y T h e o r i e s ,  " p. 298.
6 0 Ib id . , pp. 298-301.
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l e a v e  m u c h  to be  d e s i r e d ,  and , t h e r e f o r e ,  i t  i s  d i f f ic u l t  to  c l a s s i f y  
H e n r y  S im o n s  and  L a u c h l in  C u r r i e  a s  . , f o l lo w e r s  of Soddy  in  
th e  U n ited  S ta te s  /w h q j  h a v e  e x p an d e d  h is  m e a g e r  d e ta i l s  in to  m o r e  
o r  l e s s  c o m p le te  s y s t e m s ,  . . . "61 a s  d id  M a r g a r e t  M y e r s .  R a t h e r ,  
one t e n d s  to  a g r e e  m o r e  w ith  E . S. Shaw , who d e s c r i b e d  S o d d y 's  
r e f o r m  p r o p o s a l s  a s  h av ing  a . . c o n c e p tu a l  b a s i s  ^3iaf7 i s  an  
i n d i s c r e e t  m ix tu r e  of o r th o d o x y  an d  la y  c o n je c tu r e ,  "62 a n  in d ic tm e n t  
d i f f ic u l t  to d i s p r o v e .
W hile  Soddy w as  d u ly  c o n c e rn e d  th a t  len d in g  be  " g e n u i n e " - -  
i .  e. , c o m e  f r o m  s a v i n g s - - h e  s e e m e d  to  h a v e  l i t t l e  u n d e rs ta n d in g  of 
th e  e f f e c t s  of s h o r t - t e r m  d e b t  a s  o p p o se d  to l o n g - t e r m  d e b t,  a n d  he  
c h o se  to ig n o r e  v e lo c i ty  a s  b e in g  u n im p o r ta n t .  O n ly  the  p r e v e n t io n  
of b a n k s '  c r e a t in g  m o n e y  s e e m e d  im p o r t a n t  to  h im .
H o w e v e r ,  S o d d y 's  a n a l y s i s  i s  u n d o u b ted ly  o b s c u r e d  b y  the  
c u m b e r s o m e n e s s  of h is  d e f in i t io n s .  If v i r t u a l  w e a l th  w e r e  i n t e r ­
p r e t e d  a s  c o m m a n d  o v e r  s o m e  q u a n ti ty  of goods h e ld  in  th e  f o r m  of 
m o n e y ,  h i s  a n a l y s i s  w ould  a m o u n t  to  no th in g  m o r e  th a n  a  r e s t a t e m e n t  
of th e  c a s h  b a la n c e s  a p p ro a c h  to  th e  q u a n ti ty  t h e o r y  of m o n ey . W e re  
v i r t u a l  w e a l th  i n t e r p r e t e d  to  m e a n  th e  r e a l  in c o m e  (o r  o u tp u t  of 
g o o d s) ,  th e n  h e  m e r e l y  r e s t a t e d  the  F i s h e r i a n  q u a n t i ty  t h e o r y .  A
^ M y e r s ,  op. c i t .  , p. 101.
62e . S. Shaw , "R e v ie w  of S o d d y 's  T h e  R o le  of M o n e y , " 
A m e r i c a n  E c o n o m ic  R e v ie w , XXV (S e p te m b e r ,  1935), 566.
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g e n e ro u s  a p p r a i s a l  of h i s  w o rk  m ig h t  be  th a t  he w a s  g ro p in g  fo r  a 
m e a n s  of in te g r a t in g  a  c o n c e p t  of r e a l  b a la n c e s  in to  the  quan ti ty  
th e o r y  of m o ney . To the  e x ten t  th a t  th is  i s  t r u e ,  Soddy m ig h t  be  
c o n s id e r e d  an  a n t i c ip a to r  of th e  body  of th e o ry  n o r m a l ly  a s s o c i a t e d  
w ith  th e  C h icag o  School. Yet S h a w 's  c o m m e n t  th a t  S o d d y 's  c o n t r i ­
b u tio n s  a m o u n te d  to  a  ". . . c h e m i s t ' s  fo r m u la  fo r  th e  e co n o m ic  
m il le n iu m . . . . " ^  m u s t  s ta n d  a s  the  f in a l  v e r d i c t .  L ik e  C u m m in g s  
b e fo re  h im , Soddy w as  a  " n o n - e c o n o m is t"  who e n v is io n e d  u n l im ite d  
r e s u l t s  flow ing f r o m  s im p le  r e f o r m s .
S u m m a r y  and  C o n c lu s io n s
D u rin g  the  f i r s t  t h r e e  d e c a d e s  of the  tw e n t ie th  c e n tu ry ,  the 
th e o r y  of 100 p e r  c e n t  r e s e r v e  bank ing  r e c e iv e d  l i t t le  a t te n t io n  f ro m  
p r o f e s s io n a l  e c o n o m is ts .  A  s e a r c h  of the  l i t e r a t u r e  y ie ld s  only 
t h r e e  n a m e s  c o n n ec te d  w ith  th e  p lan : C u m m in g s ,  Soddy, and  W ill is  
E . B ro o k s .  T h e  w o rk s  of the  f i r s t  two h av e  b e e n  e x a m in e d  and 
found to  be  a t t e m p ts  th a t  h a d  l i t t l e ,  if  an y , im p a c t  on the  e x is t in g  
body  of kn ow ledge . T h e  th i r d ,  W il l is  E . B ro o k s ,  w ro te  a  t r a c t  in 
1908 e n t i t le d  S la v e s  of the  B an ks:  T h e i r  E m a n c ip a t io n , ^  w h ich  w as
6 3 Ib id .
k^T he  on ly  r e f e r e n c e  to th is  w o rk  is  found  in  a  no te  by 
B e n ja m in  B r o m b e r g ,  "Tw o N e g le c te d  100 P e r  C e n t  R e s e r v e  E c o n o ­
m is t s ,  " A m e r i c a n  E c o n o m ic  R e v ie w , XXX (S e p te m b e r ,  1939), 553.
A  s e a r c h  by  the  I n t e r l i b r a r y  L o an  D e p a r tm e n t  of the  L o u is ia n a  S ta te  
U n iv e rs i ty  L i b r a r y  r e v e a l e d  th a t  th e  on ly  known copy i s  d e p o s i te d  in  
the New Y o rk  P u b l ic  L i b r a r y  and  is  no t  a v a i la b le  fo r  loan.
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p r i v a t e l y  p u b l is h e d .  T h o u g h  a  co py  of th i s  w o rk  w a s  n o t  a v a i la b le  
f o r  e x a m in a t io n ,  one  m ig h t  s p e c u la te  f r o m  th e  t i t l e  t h a t  i t  i s  
p r o b a b ly  in  the  s a m e  v e in  a s  the  c o n t r ib u t io n s  of C u m m in g s  an d  
Soddy. M e n tio n  of i t  h e r e  i s  m a d e  in  th e  i n t e r e s t  of th o r o u g h n e s s .
T h e  l a c k  of i n t e r e s t  in  100 p e r  c e n t  r e s e r v e  b an k in g  p r i o r  
to  1929 m ig h t  b e  e x p la in e d  p a r t i a l l y  in  th i s  fa s h io n :  F i r s t ,  t h e r e  w a s  
no t r a d i t i o n  of 100 p e r  c e n t  r e s e r v e  b an k in g  in  th e  U n ited  S ta te s ,  
w ith  th e  e x c e p tio n ,  p e r h a p s ,  of th e  In d e p e n d e n t  T r e a s u r y .  C o m ­
m e r c i a l  b an k in g  in  th is  c o u n try  h ad  f r o m  th e  o u t s e t  te n d e d  to 
d e v e lo p  a lo n g  l in e s  d e v e lo p e d  by  th e  "b an k in g  s c h o o l"  o f E ng lan d .
T h e  e a r l i e r  c o n c e p t  of a b ank  c u r r e n c y  b a s e d  upon  sound  s e l f -  
l iq u id a t in g  lo a n s  w as  l a t e r  t r a n s l a t e d  in to  the  r e a l - b i l l s  d o c t r in e  
w ith  th e  e s t a b l i s h m e n t  of th e  F e d e r a l  R e s e r v e  S y s te m .  A f te r  1921, 
r e l a t i v e  p r i c e  s t a b i l i ty  w a s  m a in ta in e d  a s  th e  t e c h n iq u e s  of c e n t r a l  
b an k in g  w e r e  d e v e lo p e d  and  r e f in e d .  T h e  r e l a t i v e  s u c c e s s  of th e  
F e d e r a l  R e s e r v e  d u r in g  th e  1 9 2 0 's ,  i t  m a y  be  c o n je c tu r e d ,  r e s u l t e d  
in  the  b e l i e f  th a t  th e  d e b a c le s  th a t  h ad  b e f a l le n  th e  A m e r i c a n  m o n e ­
t a r y  s c e n e  i m m e d ia t e l y  a f t e r  th e  d e m is e  of th e  S e co n d  B an k  of the 
U n ited  S ta te s  an d  p e r io d ic a l ly  u n d e r  th e  N a t io n a l  B a n k in g  S y s te m  
(1863-1913) w e r e  no lo n g e r  p o s s ib le .  I t  i s  i n t e r e s t i n g  to  n o te  th a t ,  
a f t e r  th e  e s t a b l i s h m e n t  of th e  F e d e r a l  R e s e r v e  S y s te m ,  no m a jo r  
p r o p o s a l  fo r  100 p e r  c e n t  r e s e r v e  b an k in g  w as  p r e s e n t e d  u n t i l  the  
b an k in g  c o l l a p s e  of 1930-33.
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D u r in g  th e  1 9 2 0 's ,  Soddy  in  E n g la n d  p u r p o r t e d  to  h a v e  d e ­
v e lo p e d  a  s c h e m e  th a t  w ou ld  y ie ld  s o c ia l  r e f o r m  v ia  m o n e ta r y  
m e a n s ,  bu t  in  the  U n ited  S t a te s  m o n e t a r y  r e f o r m  m o v e m e n ts  of a n y  
ty p e  f e l l  in to  l im b o .
C H A P T E R  III
P R O P O N E N T S  O F  100 P E R  C EN T R E S E R V E  BANKING 
IN  T H E  1930*S: F IS H E R , SIM ONS, AND C U R R IE
T h e  b an k in g  c o l la p s e  of 1930-1933 s e r v e d  to in te n s i fy  i n ­
t e r e s t  in  100 p e r  c e n t  r e s e r v e  b ank ing . W hile  p o p u la r  a n d  p o l i t i c a l  
i n t e r e s t  w a s  im m e d ia te ly  a r o u s e d  b y  th e  m a g n i tu d e  of l o s s e s  r e ­
su l t in g  f r o m  th e  s e v e r e  r a s h  of b a n k  f a i l u r e s ,   ^ th e  a t te n t io n  th a t  
e c o n o m is ts  g ave  to  100 p e r  c e n t  r e s e r v e s  w a s  m o r e  a  p a r t  of t h e i r  
g e n e r a l  so lu t io n  to  th e  p r o b le m  of m o n e ta r y  s t a b i l i ty  and i t s  c a u s a l  
r e l a t i o n s h ip  to  g e n e r a l  e c o n o m ic  s ta b i l i ty .  I t  w as  in  th i s  v e in  th a t  
I rv in g  F i s h e r  an d  H e n r y  S im o n s ,  p a r t i c u l a r l y ,  a d v o c a te d  100 p e r  
c e n t  r e s e r v e  b an k in g  d u r in g  th e  d e c a d e  of the  1930*s. W hile  th ey  
w e r e  no t  u n c o n c e rn e d  w ith  th e  l o s s e s  s u f f e r e d  by  th e  g e n e r a l  p u b lic  
th ro u g h  b an k  f a i l u r e s ,  i t  m ig h t  b e  i n f e r r e d  th a t  th e y  v iew ed  bank
^D uring th e  p e r io d  1930-1933, 9 ,106 b a n k s ,  a c c o u n tin g  fo r
$ 6 , 859, 000, 000 in  d e p o s i t s ,  f a i l e d .  U. S. , B u r e a u  of th e  C e n s u s ,  
S t a t i s t i c a l  A b s t r a c t  of th e  U n ited  S t a t e s : 1956 (W ash in g ton , D. C. : 
G o v e rn m e n t  P r i n t in g  O ff ice ) ,  p . 444.
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f a i l u r e s  a s  a d v a n c e d  s y m p to m s  of th e  d i s e a s e  of m o n e ta r y  i n s t a b i l i t y ,  
s y m p to m s  th a t  would d i s a p p e a r  on ly  a s  th e  r e s u l t  of a  fu n d a m e n ta l  
c u r e .
In  1934, a  g ro u p  of e c o n o m is ts  a t  th e  U n iv e r s i ty  of C h ic a g o - -  
in c lu d in g  L lo y d  M in ts  a s  w e l l  a s  H e n ry  S i m o n s - - p r e s e n t e d  th e i r  
v ie w s  on m o n e ta r y  r e f o r m  in  a n  u n p u b l ish e d  m e m o r a n d u m  n o r m a l ly  
r e f e r r e d  to a s  th e  "C h ic a g o  M e m o ra n d u m . " T h e s e  s a m e  v ie w s  w e re  
l a t e r  p u b l is h e d  by  S im o n s  in  A  P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e ^  
in  1934 and  in  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l i c y " ^  in  1936.
T o  S im o n s ,  m o n e ta r y  i n s t a b i l i t y  w as  a n  u n a v o id a b le  r e s u l t  
of a  f in a n c ia l  s y s te m  in  w h ich  . . th e  s a m e  fu n d s  a r e  m a d e  to  
s e r v e  a t  o n ce  a s  in v e s tm e n t  fun ds  fo r  i n d u s t r y  and  t r a d e  and  a s  th e  
l iq u id  c a s h  r e s e r v e s  of in d iv id u a ls .
S h o r t - t e r m  len d in g  th e n  b e c a m e  th e  e s s e n t i a l  c a u s e  of 
m o n e ta r y  i n s t a b i l i t y  in  S im o n s '  v iew , an d  th u s  h i s  r e f o r m  p r o p o s a l s  
w e r e  n o t  l im i te d  to  th e  e s t a b l i s h m e n t  of 100 p e r  c e n t  r e s e r v e  b an k in g ,  
bu t e n c o m p a s s e d  a g e n e r a l  r e f o r m  of th e  f in a n c ia l  s t r u c t u r e  w ith  th e  
g o a l  of d r a s t i c a l l y  c u r t a i l i n g  the  i s s u a n c e  of m o n e y  s u b s t i t u t e s .  In
^ H e n ry  G. S im o n s ,  A  P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e ,  
P u b l ic  P o l i c y  P a m p h le t  No. 15 (C h icag o :  T h e  U n iv e r s i ty  o f C h ica g o  
P r e s s ,  1934), 40 pp.
a
H e n r y  C . S im o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta r y  
P o l ic y ,  " J o u r n a l  of P o l i t i c a l  E c o n o m y , XLIV ( F e b r u a r y ,  1936), 1-30.
^ S im o n s ,  A  P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e ,  p. 38fn.
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a d d i t io n  to  an d  u n d o u b ted ly  m o r e  im p o r t a n t  th a n  th e  p a r t i c u l a r  n a tu r e  
of th e  r e f o r m  of th e  f in a n c ia l  s y s te m  w a s  th e  e s t a b l i s h m e n t  of m o n e ­
t a r y  p o l ic y  b y  r u l e s  r a t h e r  th an  b y  d i s c r e t i o n a r y  a u th o r i t i e s .
F i s h e r ,  on  the  o th e r  h a n d , v iew ed  th e  e s t a b l i s h m e n t  of 100 
p e r  c e n t  r e s e r v e  b an k in g  a s  th e  r e f o r m  m e a s u r e  b o th  n e c e s s a r y  an d  
su f f ic ie n t  to  p ro d u c e  co n d it io n s  co n d u c iv e  to  m o n e ta r y  s ta b i l i ty .  ^
W hile  S im o n s  and  F i s h e r  w e r e  th e  m a jo r  p ro p o n e n ts  of 100 
p e r  c e n t  r e s e r v e  b an k ing  d u r in g  th e  1 9 3 0 's ,  the  c o n c e p t  w as  e n h a n c e d  
b y  c o n t r ib u t io n s  f r o m  J a m e s  W. A n g e l l ,  6 L a u c h l in  C u r r i e ,  ? F r a n k  
G ra h a m ,  ® a n d  L lo y d  M in ts  (a m a jo r  c o l l a b o r a to r  on the  " C h ica g o  
M e m o ra n d u m " ) .  A lso ,  th e  t h e o r i e s  of Soddy w e r e  r e v iv e d ,  9 though  
w ith  l i t t l e  im p a c t .
^ I rv in g  F i s h e r ,  100% M oney  (New Y ork : T h e  A d e lp h i  C o m ­
p an y , 1935), 257 pp.
^ J a m e s  W. A n g e l l ,  "T h e  100 P e r  C e n t  R e s e r v e  P l a n ,  " 
Q u a r t e r l y  J o u r n a l  of E c o n o m ic s , L  (N o v e m b e r ,  1935), 1-35.
^ L a u c h l in  C u r r i e ,  T he  Supp ly  a n d  C o n t ro l  of M oney  in  th e  
U n ited  S ta te s  (C a m b r id g e :  H a r v a r d  U n iv e r s i ty  P r e s s ,  1935), 199 pp.
® F ran k  G r a h a m ,  " P a r t i a l  R e s e r v e  M oney  and  th e  100 P e r  
C e n t  P r o p o s a l ,  "  A m e r i c a n  E c o n o m ic  R e v ie w , XXVI (S e p te m b e r ,  
1936), 4 2 8 -4 4 0 ;  an d  "100 P e r  C e n t  R e s e r v e s :  C o m m e n t ,  " A m e r i c a n  
E c o n o m ic  R e v ie w , XXX (Ju n e ,  1940), 338 -3 40 .
^ F r e d e r i c k  Soddy, M oney  v e r s u s  M a n : A  S ta te m e n t  of th e  
W o rld  P r o b l e m  f r o m  th e  S ta n d p o in t  of th e  New E c o n o m ic s  (London: 
G e o rg e  A l le n  & U nw in, L td .  , 1931), 121 pp. ; " W e a lth ,  C a p i ta l  and  
M oney: A  R ^ s u m ?  of M y T h e o r i e s ,  " E c o n o m ic  F o r u m , II (1933), 
291-301; and  T h e  R o le  o f M oney  (New Y ork: H a r c o u r t ,  B r a c e  & 
C o m p an y , 1934), 222 pp.
36
T h e  m a j o r  t a s k  of th i s  c h a p te r  i s  to  p r e s e n t  th e  d e v e lo p m e n t  
o f th e  t h e o r y  of 100 p e r  c e n t  r e s e r v e  b an k in g  d u r in g  th e  1 9 3 0*s a s  i t  
i s  r e p r e s e n t e d  by  th e  w o rk s  of th e  a b o v e -n a m e d  e c o n o m is ts .
I rv in g  F i  s h e r
T h a t  I rv in g  F i s h e r  sh o u ld  p r o p o s e  the  a d o p tio n  of 100 p e r
c e n t  r e s e r v e  b an k in g  w a s  lo g ic a l ly  c o n s i s t e n t  w ith  h i s  e a r l i e r  w o rk s ,
a  m a j o r  p o r t io n  of w h ich  w e r e  c o n c e rn e d  w ith  s t a b i l i z a t i o n  of the
p u r c h a s in g  p o w e r  of th e  d o l la r .  ^
In  S ta b i l iz in g  th e  D o l l a r , p u b l is h e d  in  1920, h e  p r o p o s e d  th a t
th e  p u r c h a s in g  p o w e r  of th e  d o l l a r  b e  s ta b i l i z e d  b y  v a ry in g  i t s  gold
w e ig h t  in  r e s p o n s e  to  th e  c h a n g e s  in  a  " c o s t  of l iv in g  in d ex . " In
F i s h e r * s  v iew , the  b a s i c  p r o b le m  of m o n e t a r y  s t a b i l i ty  la y  in  th e
u s e  o f a  u n i t  o f  m e a s u r e  th a t  w as  n o t  s t a n d a r d iz e d :
T h e  fu n d a m e n ta l  r e a s o n  i s  th a t  a  u n i t  o f m o n ey , 
a s  a t  p r e s e n t  d e te r m in e d ,  i s  n o t ,  a s  i t  sh o u ld  b e ,  
a  u n i t  of p u r c h a s in g  p o w e r ,  b u t  a  u n i t  o f  w e ig h t.
I t  i s  th e  o n ly  u n s ta b le  o r  in c o n s ta n t  u n i t  w e  h a v e  
l e f t  in  c i v i l i z a t i o n - - a  s u r v i v a l  of b a r b a r i s m .  H
^ I r v i n g  F i s h e r ,  T h e  P u r c h a s i n g  P o w e r  o f  M o n ey  (New 
Y ork : M a c M il la n  C o m p an y , 19U), 515 pp. ; "A  C o m p e n s a te d  D o l la r ,  " 
Q u a r t e r l y  J o u r n a l  of E c o n o m ic s , XXVII ( F e b r u a r y ,  1913), 213-235; 
S ta b i l iz in g  th e  D o l la r  (New Y ork : T h e  M a c M il la n  C o m p an y , 1920),
305 pp. ; T h e  M o n ey  I l lu s io n  (New Y ork: T h e  A d e lp h i  C o m p an y , 
1928), 245 pp. ; a n d  A f te r  R e f la t io n ,  W h a t? (New Y ork : T h e  A d e lp h i 
C o m p an y , 1933), 137 pp.
l l F i s h e r ,  S ta b i l iz in g  th e  D o l la r ,  p. xxv i.
S in ce  a  d o l l a r  d e f in e d  a s  a  f ix ed  m e ta l l i c  w e ig h t  c r e a t e s  an  
a r t i f i c i a l l y  f ix e d  p r i c e  of go ld , th e  d e p r e c i a t i o n  of gold i s  n o t  a l lo w e d  
to  r e f l e c t  i t s e l f  in  lo w e r  gold p r i c e s ,  b u t  m a n i f e s t s  i t s e l f  in s t e a d  in  
th e  f o r m  of i n c r e a s e d  p r i c e s  of goods a n d  s e r v i c e s .  T h e  r e v e r s e  
o c c u r s  w ith  th e  a p p r e c i a t i o n  of gold . ^  T h u s ,  by  p e r io d i c a l ly  a d ­
ju s t in g  th e  go ld  w e ig h t  of th e  d o l la r  in  r e s p o n s e  to  c h a n g e s  in  th e  
p r i c e  le v e l ,  a c c o rd in g  to  F i s h e r ,  m o n e ta r y  s ta b i l i ty  w ould b e  
e n h a n c e d - - a n d  a l s o ,  to  a  l a r g e  e x te n t ,  th e  a m p l i tu d e  of c y c l ic a l  
f lu c tu a t io n s ,  w h ich  h e  v iew ed  a s  a r e s u l t  of u n c e r t a in ty  r e g a r d in g  
f u tu r e  p r i c e  l e v e l s ,  w ould be  d a m p e n e d .  ^
U n d e r  the  " c o m p e n s a te d  d o l l a r "  p lan ,  th e  m a in te n a n c e  of 
th e  p u r c h a s in g  p o w e r  of th e  go ld  d o l la r  w ould , F i s h e r  a s s u m e d ,  a ls o  
s t a b i l i z e  the  p u r c h a s in g  p o w e r  of a l l  o th e r  ty p e s  of m o n e y  ( in c lud ing  
b a n k  d e p o s i t s )  so  long  a s  th e  l a t t e r  w e r e  u l t im a te ly  c o n v e r t ib le  in to  
go ld  d o l l a r s .  W ith  r e g a r d  to b a n k  c r e d i t ,  he  co n te n d ed  th a t  
". . . g iv en  b o th  a  s t a b i l i z a t io n  o f the  b a s e  an d  an y  sound  b an k in g  
s y s te m ,  . . . w e c a n  s e c u r e  c o m p le te  s t a b i l i z a t i o n . " ^  H is  
r e f e r e n c e  to  "a n y  sound  b an k ing  s y s t e m "  a s s u m e d  a s y s te m  w h ich  
", . . m a k e s  c r e d i t  expand  o r  c o n t r a c t  w ith  a n  e x p a n s io n  o r  c o n ­
t r a c t i o n  of r e s e r v e s .  A t th i s  s ta g e ,  F i s h e r  w as c o n te n t  w ith  a
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bank ing  s y s te m  g o v e rn e d  b y  a  c e n t r a l  b a n k  th a t  r e l i e d  upon v a ry in g  
th e  r e d i s c o u n t  r a t e  to  p r o t e c t  i t s  own r e s e r v e s  and  c o m p o s e d  of 
c o m m e r c i a l  b a n k s  th a t  w e r e  g u id ed  by th e  d o c t r in e  of sound , s e l f -  
l iq u id a t in g  s h o r t - t e r m  lo a n s .  In th i s  c o n te x t ,  he  w a s  c o n c e rn e d  
w ith  a s t a b i l i z a t io n  p la n  th a t  w ould  b e  v i r t u a l l y  a u to m a t ic .
By 1928, h o w e v e r ,  h e  e x p r e s s e d  th e  v iew  in  T h e  M oney  
I l lu s io n  th a t  d i s c r e t i o n a r y  c r e d i t  c o n tro l  . . w hen du ly  p e r f e c te d  
and  du ly  s a f e g u a r d e d ,  w i l l  g r e a t ly  s im p l i fy  an d  im p r o v e  th e  t e c h ­
n iq ue  of s ta b i l i z a t io n  an d  w il l  m a k e  gold c o n t r o l  s e c o n d a r y  to c r e d i t  
c o n tro l .
T h e  D e v e lo p m e n t  of F i s h e r * s  " D e b t -D e f la t io n  T h e o r y " 
of B u s in e s s  C y c le s
D u r in g  th e  p e r io d  fo llow ing  1929, F i s h e r  p u b l is h e d  s e v e r a l  
s ig n i f ic a n t  w o rk s  g e r m a n e  to the  e c o n o m ic  p r o b le m s  e x ta n t .  In 
1933 h e  p u b l is h e d  A f te r  R e f la t io n , What?-*-® in  w h ich  h e  a d v o c a te d  
th e  r a i s in g  of p r i c e s  ( re f la t io n )  to  th e i r  p r e -1 9 2 9  l e v e l ,  r e s t a t e d  
h i s  a d v o c a c y  of a " c o m p e n s a te d  d o l la r ,  " and  p r e s e n t e d  a  s im p l i f ie d  
v e r s i o n  of h is  m o n e ta r y  t h e o r y  of c y c l ic a l  f lu c tu a t io n s .  T h is  th e o r y ,  
w h ich  is  c e n t e r e d  a ro u n d  o v e r  e x p a n s io n s  and  o v e r c o n t r a c t i o n s  of
^ F i s h e r ,  T h e  M oney  I l lu s io n ,  p. 193.
18 T h is  w o rk ,  c i te d  in  fo o tno te  IQ S u p r a , p. 36, w as  a l s o  
p u b l is h e d  in  th e  U n ited  K in gdo m  a s  M a s te r in g  th e  C r i s i s  (L ondon: 
G e o rg e  A l le n  an d  Unwin, L td . , 1934), 168 pp .
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c r e d i t  a s  the  p r i n c i p a l  c a u s e s  of d i s t u r b a n c e s ,  w a s  c o m p le te ly  e x ­
p o un ded  in  B o o m s  a n d  D e p r e s s i o n s ,  ^  a l s o  p u b l is h e d  in  1933. I t  w a s  
th i s  t h e o r y  w h ich  p ro v id e d  th e  t h e o r e t i c a l  u n d e rp in n in g s  of 100% 
M o n e y , w h ich  w a s  p u b l is h e d  in  1935. ^0
T h e  m a jo r  c o n c e r n  of F i s h e r ,  a s  in d ic a te d  b y  h i s  e a r l i e r  
w o r k s ,  w as  w ith  m a in te n a n c e  of the  p u r c h a s in g  p o w e r  of th e  d o l la r .
In h is  S ta b i l iz in g  th e  D o l l a r , a s  m e n t io n e d  e a r l i e r ,  he  p r o p o s e d  
p e r io d ic  r e v a lu a t io n  of th e  d o l la r  in  t e r m s  of gold , u s in g  a p r i c e  
l e v e l  in d e x  a s  th e  r u l e  fo r  p o l ic y .  I t  a p p e a r s  th a t  in  th i s  w o rk  he  
v iew ed  th e  p r i m a r y  m o n e ta r y  p r o b le m  to be  the  f ix ed  g o ld -w e ig h t  
v a lu a t io n  of th e  d o l l a r ,  a  p r o b le m  c o r r e c t a b l e  b y  g o ld -w e ig h t  v a r i ­
a t io n  in  r e s p o n s e  to p r i c e  in d ex  c h a n g e s .  In h is  l a t e r  w o rk s  he  
b e c a m e  in c r e a s in g l y  c o n c e rn e d  w ith  th e  r o l e  of b an k  c r e d i t  a s  a 
c a u s e  of p r i c e  l e v e l  i n s t a b i l i t y ,  an d  th i s  i s  r e f l e c t e d  in  h i s  i n c r e a s e d  
a t t e n t io n  to the  r o l e  of c e n t r a l  b a n k  p o l ic y ,  p a r t i c u l a r l y  in  T h e  M oney  
I l lu s io n  (1928) an d  in  B o o m s  an d  D e p r e s s i o n s  (1933).
I t  m ig h t  p e r h a p s  b e  c o n je c tu r e d  th a t  th e  d e m is e  of the  go ld  
s t a n d a r d  in  1934 w a s  v ie w e d  by  F i s h e r  a s  f o r tu n a te ,  f o r  he  p r e s e n t e d  
a  new  p la n  fo r  s t a b i l i z a t io n  r e ly in g  so le ly  on a  m a n a g e d ,
l^ I r v in g  F i s h e r ,  B o o m s  and  D e p r e s s i o n s  (London: G e o rg e  
A l le n  an d  U nw in, L td . , 1933), 258 pp . F i s h e r  s u m m a r i z e s  h is  
c y c le  t h e o r y  in  "T h e  D e b t -D e f la t io n  T h e o r y  of G r e a t  D e p r e s s i o n s ,  11 
E c o n o m e t r i c a , I (O c to b e r ,  1933), 33 7 -3 5 7 .
^®Irving F i s h e r ,  100% M oney  (New Y ork: T h e  A d e lp h i
C o m p an y , 1935), 212 pp.
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in c o n v e r t ib le  p a p e r  c u r r e n c y .  A f te r  tw e n ty  y e a r s  of d e v is in g
s c h e m e s  to  s ta b i l i z e  th e  p u r c h a s in g  po w er of th e  d o l la r  i n  s p i te
of the  go ld  s t a n d a r d ,  th e  d e p r e s s i o n  p ro v id e d  (a t  l e a s t  p a r t i a l ly )
w h a t  he  h a d  sp o k e n  of so  w is t fu l ly  in  1912 :
L ik e  th e  s u r f a c e  o f the  c o n t in e n ts ,  th e  w a t e r s  o f th e  
s e a  c o n ta in  m a n y  th o u sa n d  t im e s  a s  m u c h  go ld  a s  
a l l  th e  go ld  th u s  f a r  e x t r a c t e d  in  th e  w hole  h i s t o r y  
of th e  w o r ld .  It i s  to  b e  h o p e d  th a t  th e  k n o w led g e  of 
how to  g e t  th i s  h id d en  t r e a s u r e  m a y  no t be  s e c u r e d  
. . . s c a r c e l y  a w o r s e  e c o n o m ic  c a la m i ty  c a n  be
im a g in e d  th a n  th e  r e s u l t i n g  d e p re c ia t io n .  It m a y  
b e ,  h o w e v e r ,  t h a t  on ly  by  su c h  a  c a la m i ty  c a n  th e  
n a t io n s  of th e  w o r ld  b e  a r o u s e d  to  th e  n e c e s s i t y  of 
g e t t in g  r i d  of m e t a l l i c  s t a n d a r d s  a l to g e th e r .  ^
In  B o o m s  an d  D e p r e s s io n s  F i s h e r  e x p la in e d  c y c l ic a l  f l u c ­
tu a t io n s  a s  a  r e s u l t  of o v e re x te n s io n  of c r e d i t  ( o v e r in d e b te d n e s s ,  to 
u s e  F i s h e r * s  t e rm in o lo g y )  in d u c e d  b y  . . new  o p p o r tu n i t i e s  to  
i n v e s t  a t  a  b ig  p r o s p e c t iv e  p r o f i t , a s  c o m p a r e d  w ith  o r d i n a r y  p r o f i t s  
a n d  i n t e r e s t ,  su c h  a s  th ro u g h  new  in v e n t io n s ,  new  i n d u s t r i e s ,  d e ­
v e lo p m e n t  of new  r e s o u r c e s ,  o p en in g  of new  la n d s  o r  new  m a r k e t s .  
T h e  o v e r in d e b te d n e s s  in  r e s p o n s e  to  t h e s e  n e w  o p p o r tu n i t i e s ,  a c ­
c o rd in g  to  F i s h e r ,  i s  c a u s e d  (o r  a t  l e a s t  m a d e  p o s s ib le )  by  e a s y  
m o n e y .  T h e  " e a s y  m o n e y "  of w h ich  F i s h e r  w r o te  i s  im p l i c i t ly  
s a id  to  e x is t  w hen  t h e r e  is  a  s u b s ta n t ia l  d i f f e r e n t i a l  b e tw e e n  th e
■?!
“ F i s h e r ,  T h e  P u r c h a s i n g  P o w e r  of M o n e y , pp. 2 49 -250 . 
( I t a l ic s  in  the  l a s t  s e n te n c e  m i n e . )
^ F i s h e r ,  " T h e  D e b t -D e f la t io n  T h e o r y  of G r e a t  D e ­
p r e s s i o n s ,  11 p. 348.
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a n t ic ip a te d  r a t e  of p r o f i t  and  th e  b an k  r a t e .  ^  W hat F i s h e r  a p ­
p a r e n t ly  m e a n t  w as  th a t  an  i n c r e a s e  in  a n t ic ip a te d  p r o f i t s  r e s u l t s  
in  a n  i n c r e a s e  in  d e s i r a b l e  i n v e s tm e n t  o u t le t s  f o r  b a n k s .  B a n k s  
a r e  t h e r e f o r e  in d u c e d  to  u t i l i z e  t h e i r  e x c e s s  r e s e r v e s  by  m a k in g  
a d d i t io n a l  lo a n s  a t  th e  c u r r e n t  b a n k  r a t e  of i n t e r e s t .  T h e r e f o r e ,  
th e  a m o u n t  o f  b a n k  le n d in g  and  d e m a n d  d e p o s i t s  a r e  i n c r e a s e d  to 
f in a n c e  c a p i ta l  e x p a n s io n .  T h is  p r o c e s s  c o n tin u e s  u n t i l  th e  o c ­
c u r r e n c e  of o v e r in d e b te d n e s s  (w h ich  m a y  be  c o n s id e r e d  a s  the 
f a i l u r e  of i n v e s t o r s  to  r e a l i z e  a n t i c ip a te d  p r o f i t s ) .  ^4
O n c e  o v e r  in d e b te d n e s s  c o m e s  in to  e x is te n c e ,  d e b t  l iq u i ­
d a t io n  soon  fo l lo w s  a s  a  r e s u l t  of a l a r m  b y  d e b to r s ,  c r e d i t o r s ,  o r  
bo th . T h e  a t t e m p t s  to  r e d u c e  in d e b te d n e s s  r e s u l t  in  d i s t r e s s  
s e l l in g ,  a  c o n t r a c t io n  o f  d e m a n d  d e p o s i t s  a s  b a n k  lo a n s  a r e  p a id  off,
23 Ib id . T h e  s i m i l a r i t y  m a y  be  n o te d  b e tw e e n  F i s h e r ' s  
a n a ly s i s  and  th e  K e y n e s ia n  a n a ly s i s  of the  m a r g i n a l  e f f ic ie n c y  of 
c a p i ta l  r e l a t i v e  to  th e  m o n e y  r a t e  of i n t e r e s t  a s  d e t e r m i n a n t s  of 
in v e s tm e n t .  S ee  Jo h n  M a y n a rd  K e y n e s ,  T he  G e n e ra l  T h e o r y  of 
E m p lo y m e n t ,  I n t e r e s t  a n d  M oney  (New Y ork : H a r c o u r t ,  B r a c e  an d  
C o m p an y , 1937), C h a p te r s  11, 12, a n d  13, pp . 135-174.
^ F i s h e r  d o e s  n o t  p r e s e n t  a  p r e c i s e  d e f in i t io n  of th e  t e r m  
" o v e r in d e b te d n e s s ; "  h o w e v e r ,  h e  p o in ts  ou t  th a t  i t  i s  " .  . . a lw a y s  
r e l a t i v e  to  o th e r  i t e m s ,  in c lu d in g  n a t io n a l  w e a l th  a n d  in c o m e ,  and  
the  go ld  su p p ly . . . . "  and  th a t  i t s  m e a s u r e m e n t  m u s t  t a k e  in to  
a c c o u n t  ". . . th e  d i s t r ib u t io n  in  t im e  of th e  s u m s  c o m in g  d u e . "
F o r  p r a c t i c a l  p u r p o s e s  h e  c o n c lu d e s  th a t  a  ro u g h  m e a s u r e  of to ta l  
" n a t io n a l  d e b t  e m b a r r a s s m e n t "  w ould  b e  " .  . . th e  t o ta l  su m  c u r ­
r e n t l y  due . . . . w i th in  th e  c u r r e n t  y e a r ,  in c lu d in g  r e n t ,  t a x e s ,  i n ­
t e r e s t ,  i n s t a l l m e n t s ,  s in k in g  fund  r e q u i r e m e n t s ,  m a t u r i t i e s  and  any  
o th e r  d e f in i te  o r  r i g id  c o m m i tm e n t s  fo r  p a y m e n t  on p r in c ip a l .  " 
F i s h e r ,  " T h e  D e b t -D e f la t io n  T h e o r y  of G r e a t  D e p r e s s i o n s ,  "  p. 345.
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and  a  r e d u c t io n  o f  v e lo c i ty .  T h e  d e c r e a s e  in  d e p o s i t s  a n d  v e lo c i ty  
r e s u l t s  in  a fa l l in g  p r i c e  le v e l ;  a  s t i l l  g r e a t e r  f a l l  in  th e  n e t  w o r th s  
of b u s i n e s s e s ,  w hich  p r e c i p i t a t e s  b a n k r u p tc ie s ;  a f a l l  in  th e  l e v e l  of 
p r o f i t s ,  w h ich  in  t u r n  c a u s e s  a  r e d u c t io n  o f ou tpu t  and  e m p lo y m e n t ;  
a n d  f in a l ly ,  a n  i n c r e a s e  in  h o a rd in g  a n d  a f u r t h e r  r e d u c t io n  in  
v e lo c i ty .
T h e  p r i c e  f l e x ib i l i ty  im p l i c i t  in  th e  ab ove  a n a ly s i s  d o e s  n o t 
m a k e  fo r  s e l f - c o r r e c t i o n .  T h e  fa l l in g  p r i c e  l e v e l  c a u s e s  d e b ts  an d  
th e  i n t e r e s t  on d e b ts  to  r i s e  in  t e r m s  of t h e i r  c o m m a n d  o v e r  goods 
and  s e r v i c e s ,  th u s  le a d in g  to  w h a t  F i s h e r  r e f e r s  to  a s  a  g r e a t  
p a ra d o x :
J u s t  a s  a  bad  co ld  le a d s  to p n e u m o n ia ,  so o v e r ­
in d e b te d n e s s  l e a d s  to  d e f la t io n .  A nd, v ic e  v e r s a ,  
d e f la t io n  c a u s e d  by  d e b t  r e a c t s  on th e  d e b t,  . . . .  
an d  i f  th e  o v e r - in d e b te d n e s s  w ith  w h ich  w e s t a r t e d  
w as  g r e a t  enough, th e  l iq u id a t io n  of d e b ts  can n o t 
k e e p  up w ith  th e  f a l l  of p r i c e s  w hich  i t  c a u s e s .  In 
th a t  c a s e ,  th e  l iq u id a t io n  d e f e a t s  i t s e l f .  . . . T h e n ,  
th e  v e r y  e f fo r t  of in d iv id u a ls  to  l e s s e n  th e i r  b u rd e n  
of d e b ts  i n c r e a s e s  i t ,  b e c a u s e  of th e  m a s s  e f fe c t  of 
th e  s ta m p e d e  to  l iq u id a te  in  sw e l l in g  e a c h  d o l la r  
o w ed .
F i s h e r  v ie w e d  th is  a s  th e  " c h ie f  s e c r e t "  o f  m o s t  m a jo r  d e ­
p r e s s i o n s .  O n ly  w hen  th e  m a g n i tu d e  of o v e r in d e b te d n e s s  i s  s m a l l  
enough  n o t  to  in d u ce  s e l f -d e f e a t in g  l iq u id a t io n  w i l l  t h e r e  b e  a
^ Ib id . t pp. 341-342. 
26 Ib id . , p. 344.
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te n d e n c y  to w a r d  s e l f - r e s t o r a t i o n  of e q u i l ib r iu m .  ^  T h e  p e r io d  1929- 
1933 p r o v id e s  F i s h e r fs b e s t  i l l u s t r a t i o n  of s e l f -d e f e a t in g  l iq u id a t io n .  
B y  M a r c h  of 1933, l iq u id a t io n  h a d  r e d u c e d  p r i v a t e  d e b ts  to  n o m in a l ly  
80 p e r  c e n t  of th e i r  1929 le v e l ,  b u t  th e  a c c o m p a n y in g  d e f la t io n  h ad  
c a u s e d  t h e i r  r e a l  v a lu e  to i n c r e a s e  40 p e r  cen t .
T h e  p o l ic y  im p l ic a t io n s  of th e  fo re g o in g  a r e ,  of c o u r s e ,  
o b v io u s - - a  m o n e ta r y  p o l ic y  th a t  would o f f s e t  the  d e f la t io n  r e s u l t a n t  
f r o m  a t t e m p te d  d eb t  l iq u id a t io n .  In T h e  M oney  I l lu s io n ,  F i s h e r  e x ­
p r e s s e d  a p p ro v a l  of the  u s e  of F e d e r a l  R e s e r v e  op en  m a r k e t  o p e r ­
a t io n s  a s  a  m e a n s  of p r i c e  l e v e l  s ta b i l i z a t io n ;  in  M a s te r in g  the  
C r i s i s , h e  a d v o c a te d  " r e f l a t in g "  th e  p r i c e  l e v e l  v ia  open  m a r k e t  p u r ­
c h a s e s ;  an d  in  B o o m s  an d  D e p r e s s i o n s  he  e x p r e s s e d  d i s m a y  th a t  the  
p o l ic y  of o p en  m a r k e t  p u r c h a s e s  of M ay  th ro u g h  S e p te m b e r ,  1932, 
w a s  n o t c o n tin u ed  b e c a u s e  of e f fo r t s  to  a d h e r e  to  the  gold  
s ta n d a rd .  ^9
27 F i s h e r  co n te n d ed  th a t  th e  " d e b t - d e f la t io n  t h e o r y "  w as  
a p p l ic a b le  to  th e  c r i s e s  of 183 7 ( o v e r in v e s tm e n t  in  W es t  a n d  S ou th ­
w e s t  r e a l  e s t a t e ,  c o tto n ,  c a n a ls ,  tu r n p ik e s ,  and  s t e a m s h ip s ) ,  a n d  
1873 ( o v e r in v e s tm e n t  in  r a i l r o a d s  a n d  w e s t e r n  f a r m  e x p lo i ta t io n ) ,  
a s  w e l l  a s  1929-1933.
28
F i s h e r  c i t e s  a  20 p e r  c e n t  d e b t  r e d u c t io n  and  75 p e r  c e n t  
p r i c e  d e f la t io n .  He t r a n s l a t e d  1933 d o l l a r s  in to  1929 d o l l a r s  v ia  the  
W h o le sa le  P r i c e  Index . F i s h e r ,  "T h e  D e b t -D e f la t io n  T h e o r y  of 
G r e a t  D e p r e s s i o n s ,  " pp . 345fn, 346, and  C h a r t  V, p. 354. A lso  
se e  h i s  100% M o n e y , pp . 105-120.
^ F i s h e r ,  " T h e  D e b t -D e f la t io n  T h e o r y  of G r e a t  D e p r e s s io n ^ "  
p. 347 and  347fn.
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Y et w h ile ,  in  t h e s e  e a r l i e r  w o r k s ,  h e  a d v o c a te d  e x p a n ­
s io n a r y  m o n e ta r y  p o l ic y  w ith in  th e  th e n - e x is t in g  m o n e ta r y  f r a m e ­
w o rk  a s  a  m e a n s  of a r r e s t i n g  th e  d e f la t io n ,  in  1935 h is  100% M oney  
p r e s e n t e d  a  p la n  fo r  r e f o r m  th a t  p u r p o r t e d  to  i n s u r e  lo n g - r u n  
m o n e ta r y  s ta b i l i ty .
F i s h e r ' s  P r o g r a m  f o r  M o n e ta ry  R e f o rm
I rv in g  F i s h e r ' s  o p t im is m  o v e r  th e  e f f ic a c y  of 100 p e r  c e n t  
r e s e r v e  b an k in g  to  a c h ie v e  lo n g - r u n  s t a b i l i ty  i s  e v id e n t  in  th e  
w o r k 's  c o m p le te  t i t l e :  100% M o n ey : D e s ig n e d  to  K eep  C h eck in g  
A c c o u n ts  100% L iq u id ;  to  P r e v e n t  In f la t io n  an d  D ef la t io n ;  L a r g e ly  
to  P r e v e n t  o r  C u r e  D e p r e s s io n s ;  and  to  W ipe O u t  M uch  of th e  
N a t io n a l  D e b t .
F i s h e r  b e g a n  b y  p r e s e n t in g  th e  f r a c t io n a l  r e s e r v e  s y s te m  
of b an k in g  in  th e  s a m e  fa s h io n  c u r r e n t l y  e m p lo y e d  b y  m o s t  e l e ­
m e n t a r y  e c o n o m ic s  t e x t s .  T h e  b a s i s  of th e  m o n e ta r y  s y s te m  is  
th e  m e t a l l i c  r e s e r v e  a g a i n s t  w h ic h  th e  F e d e r a l  R e s e r v e  c an  " c r e a t e "  
l i a b i l i t i e s  in  a  m u l t ip le  d e te r m in e d  by th e  l e g a l  r e s e r v e  r a t i o .
T h e s e  l i a b i l i t i e s  in  t u r n  s e r v e  a s  r e s e r v e s  of c o m m e r c i a l  b a n k s ,  
who in  t u r n  " c r e a t e "  ch ec k b o o k  m o n e y ,  a g a in  in  a  m u l t ip le  d e t e r ­
m in e d  by th e  l e g a l  r e s e r v e  r e q u i r e m e n t .  T h is  c r e a t i o n  of ch ec k b o o k  
m o n e y  i s  the  p r i m e  c o n t r ib u to r  to  o v e r in d e b te d n e s s ;  th e  c o n t r a c t io n
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t h e r e o f  r e s u l t s  in  th e  s e l f -d e f e a t in g  l iq u id a t io n  expou nded  in  h is  
e a r l i e r  w o r k s .  ^0
T h e  so lu t io n  lo g ic a l ly  fo llow ing  w ould  b e  to  c o n t r o l  the  
s to c k  of m o n e y  w ith  th e  v iew  to w a rd  p re v e n t in g  bo th  o v e r in d e b te d n e s s  
a n d  s e l f -d e f e a t in g  l iq u id a t io n .  T h o u g h  F i s h e r  in  h is  e a r l i e r  w o rk s  
r e c o g n iz e d  th e  p o te n t ia l  of t r a d i t i o n a l  m o n e t a r y  p o l ic y ,  in  100%
M oney th e  F e d e r a l  R e s e r v e  w as  v iew ed  in  th e  s a m e  f a s h io n  a s  a  
c o m m e r c i a l  b an k  b e c a u s e  of i t s  f r a c t io n a l  go ld  r e s e r v e  b a s i s ,  w h ich  
p l a c e s  i t  in  th e  s a m e  p o s i t io n  a s  a  c o m m e r c i a l  b an k  w hen  i t s  d e ­
p o s i t o r s  d e m a n d  " c a s h .  " T h a t  i s  to  sa y ,  w hen  d o l la r  b a la n c e s  h e ld  
b y  f o r e i g n e r s  a r e  c o n v e r t e d  in to  gold, th e  F e d e r a l  R e s e r v e  m a y  b e  
f o r c e d  to  c o n t r a c t  i t s  l i a b i l i t i e s  b y  a  m u l t ip le  d e te r m in e d  b y  th e  
go ld  r e s e r v e  r e q u i r e m e n t  r a t i o .  T h u s ,  th e  on ly  so lu t io n  c o n s i s t e n t  
w ith  F i s h e r , s c y c le  t h e o r y  w a s  to  p la c e  a l l  b an k ing  on a  100 p e r  c e n t  
r e s e r v e  b a s i s .
F i s h e r  s u m m a r i z e d  h is  c r i t i c i s m s  of th e  f r a c t io n a l  r e s e r v e  
s y s te m  (w hich  he t e r m e d  th e  " te n  p e r  c e n t  s y s te m " )  in  th e  fo llow ing  
fa sh io n :
(1) T h e  10% s y s te m  t i e s  c h e c k -b o o k  m o n ey  to b an k  
lo a n s  (and  in v e s tm e n t s ) .
(2) T h is  s y s te m  a n d  th i s  t i e - u p  r e s u l t s  in  r u n s  and  
f a i l u r e s .
(3) T h e y  a l s o  r e s u l t  in  th e  in f la t io n  an d  d e f la t io n  of 
o u r  c h ie f  " m o n e y "  ( " c h e c k - b o o k  m o n e y " )
■ ^ F is h e r ,  100% M o n ey , pp. 2 7 -5 2  an d  105-120.
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a c c o rd in g  a s  b a n k  lo a n s  (and in v e s tm e n ts )  a r e  
in f la te d  o r  d e f la te d .
(4) In f la t io n  an d  d e f la t io n  of b an k  lo a n s  an d  so of 
" c h e c k -b o o k  m o n e y "  a r e  l a r g e l y  r e s p o n s i b l e  
fo r  g r e a t  b o o m s  an d  d e p r e s s io n s .  31
" P u t t in g  t h e s e  fo u r  p r o p o s i t io n s  to g e th e r ,  " c o n c lu d e d  F i s h e r ,  
"w e  a r e  j u s t i f i e d  in  sa y in g  th a t  th e  10% s y s te m  of b an k in g  i s  a  m a jo r  
a g g ra v a t in g  f a c to r  in  su c h  t e r r i b l e  c a l a m i t i e s  a s  w e  h a v e  r e c e n t l y  
e x p e r i e n c e d . "^2
T h e  im p le m e n ta t io n  of F i s h e r ' s  100 p e r  c e n t  r e s e r v e  p r o ­
p o s a l  w ould  a p p e a r  to  b e  d e c e p t iv e ly  s im p le ,  y e t  a s  h is  c r i t i c s  w e r e  
qu ick  to  p o in t  ou t, th e  e f fe c ts  on the  e n t i r e  f in a n c ia l  s y s te m  a r e  a p t  
to  b e  c o m p le x .
I m p le m e n ta t io n  of 100 P e r  C e n t  R e s e r v e  B an k in g
A c c o rd in g  to  F i s h e r ' s  p r o p o s a l ,  the  r e s e r v e s  n e c e s s a r y  to  
i m p le m e n t  the  p la n  w ou ld  b e  p r o v id e d  b y  a  g o v e rn m e n ta l  a g e n c y  th a t  
w ould  b e c o m e  th e  u l t im a te  m o n e t a r y  a u th o r i ty ,  th e  C u r r e n c y  C o m ­
m is s io n .  T h is  C o m m is s io n  sh o u ld  b e  e m p o w e re d  (1) to  i s s u e  c u r ­
r e n c y ,  w h ich  w ould  h a v e  th e  o f f ic ia l  d e s ig n a t io n  of l e g a l  t e n d e r ,  (2 ) 
to  bu y  an d  s e l l  U n ited  S ta te s  g o v e rn m e n t  o b l ig a t io n s  an d  o th e r
3*Ib id . , pp . 40-41. p. 41.
3 3 se e  C h a p te r  IV, " C r i t i c i s m s  of th e  100 P e r  C e n t  R e s e r v e  
P l a n  b y  C o n t e m p o r a r i e s  of F i s h e r ,  S im o n s ,  an d  C u r r i e ,  " fo r  
f u r t h e r  d i s c u s s i o n  of th is  q u e s t io n .
o b l ig a t io n s  n o r m a l ly  b ou gh t an d  so ld  by  th e  F e d e r a l  R e s e r v e ,  {3) to 
b uy  go ld  and  s i l v e r ,  and  (4) to  buy  an d  s e l l  f o r e ig n  ex ch a n g e .  ^4
T h e  C u r r e n c y  C o m m is s io n  w ou ld  th e n  be  r e q u i r e d  to  p u r ­
c h a s e  s e c u r i t i e s  f r o m  th e  tw e lv e  F e d e r a l  R e s e r v e  B a n k s  in  o r d e r  to  
a l lo w  e a c h  to  m a in ta in  r e s e r v e s  e q u a l  to  100 p e r  c e n t  of i t s  d e p o s i t  
an d  no te  l i a b i l i t i e s .  T h e  F e d e r a l  R e s e r v e  w ould  in  t u r n  b e  r e q u i r e d  
to  r e d e e m  i t s  o u ts ta n d in g  n o te s  in  C o m m is s io n  c u r r e n c y  and  to  
r e t i r e  th e m . T h e  C o m m is s io n  w ould  a l s o  buy  su f f ic ie n t  a s s e t s  f r o m  
c o m m e r c i a l  b a n k s  to p ro v id e  e a c h  w ith  r e s e r v e s  e q u a l  to  100 p e r  c e n t  
of d e m a n d  d e p o s i t s .  ^5
In c o n ju n c tio n  w ith  th e  r e f o r m  of the  s t r u c t u r e  o f  th e  m o n e ­
t a r y  a u th o r i ty ,  F i s h e r  a l s o  p r o p o s e d  th a t  a l l  c h ec k in g  a c c o u n ts  b e  
g iv en  th e  le g a l  s t a tu s  s i m i l a r  to  th a t  o f t r u s t  f u n d s ; ^  th a t  c h e c k in g  
a c c o u n t  b u s i n e s s  b e  c a r r i e d  on b y  a s e p a r a t e  " c h e c k in g  b a n k , " o r  by  
e x is t in g  c o m m e r c i a l  b a n k s  w ith in  a  s e p a r a t e  d e p a r tm e n t  w ith  a  
s e p a r a t e  c o r p o r a t e  id e n t i f ic a t io n ;  a n d  th a t  n e c e s s a r y  l e g a l
^ F i s h e r ,  100% M o n e y , pp. 20-21.
35 Ib id .
36 C h ang in g  th e  l e g a l  s t a tu s  of d e m a n d  d e p o s i t s  f r o m  th e  
banks* p r o m i s e  to  f u r n i s h  c a s h  on d e m a n d  (in e x c h a n g e  fo r  c a s h ) ,  
w ith  th e  a c tu a l  o w n e r s h ip  of c a s h  b e in g  t r a n s f e r r e d  to  th e  b a n k ,  to 
t h a t  of a  t r u s t  fund  w h e r e  o w n e r s h ip  r e m a i n s  w ith  th e  d e p o s i to r ,  
a p p e a r s  to  be  n e e d le s s  so  long  a s  100 p e r  c e n t  r e s e r v e s  a r e  r e ­
q u i re d .
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p ro h ib i t io n s  be  in s t i tu te d  to  p r e v e n t  e v a s io n  of the  100 p e r  cen t  
p r in c ip le  by  su c h  m e a s u r e s  a s  c h ec k in g  a g a i n s t  s a v in g s  d e p o s i ts .  37
T h e  a d v a n ta g e s  of su c h  a  s y s te m  w ould b e ,  a c c o rd in g  to 
F i s h e r ,  th e  e l im in a t io n  of r u n s  on b a n k s ,  3® th e  r e d u c t io n  of 
i n t e r e s t - b e a r i n g  g o v e rn m e n t  d e b t ,  an d  th e  s im p l i f i c a t io n  of th e  m o n e ­
t a r y  and  b an k in g  s y s te m s .
T he  r e d u c t io n  of the  p u b l ic  d eb t  w ould  be  a c c o m p l i s h e d  a s  
th e  C u r r e n c y  C o m m is s io n  a c q u i r e d  g o v e rn m e n t  o b l ig a t io n s  in  the  
p r o c e s s  of su p p ly in g  c o m m e r c i a l  b a n k s  w ith  su f f ic ie n t  c a s h  to  m e e t  
the  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t .  By do ing  so , the  C u r r e n c y  
C o m m is s io n ,  a s  a n  a g e n t  of th e  g o v e rn m e n t ,  w ould , in  e ffec t ,  
r e d u c e  th e  p r in c ip a l  o u ts ta n d in g .  S in c e  th e  C u r r e n c y  C o m m is s io n  
w ould  be  r e q u i r e d ,  u n d e r  the  F i s h e r  p r o p o s a l ,  to  t r a n s f e r  i t s  
e a r n in g s  to  the  T r e a s u r y ,  th e  i n t e r e s t  on th e  C o m m is s io n - h e ld  d e b t  
w ould , in  e ffec t ,  b e  c a n c e le d .  39
T h e  c la im  th a t  th e  m o n e ta r y  s y s te m  w ould  b e  s im p l i f ie d  
r e s t s  upon the  p lan*s r e m o v a l  of th e  d i s t in c t io n  b e tw e e n  d e m a n d
37 Ib id . , p. 21.
3®This p r o b le m ,  of c o u r s e ,  h a s  b e e n  f o r  th e  m o s t  p a r t  
so lv e d  b y  th e  e s t a b l i s h m e n t  of th e  F e d e r a l  D e p o s i t  I n s u r a n c e  
C o rp o r a t io n .
^ F i s h e r ,  100% M oney , pp. 3 -4 .  A ls o  s e e  h is  "100% 
M oney  an d  the  P u b l i c  D eb t,  " E c o n o m ic  F o r u m ,  III (1935-1936), 
4 0 6 -4 2 0 .
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d e p o s i t s  and  c u r r e n c y  so  th a t  a l l  c i r c u la t in g  m e d ia  w ould  be  law fu l 
m o n ey , o r  e l s e  " w a r e h o u s e  r e c e i p t s "  fo r  law fu l  m o n ey .
H o w ev e r ,  th e  e s s e n t i a l  c la im s  of the  p la n  w e r e  th a t  i t  w ould  
e l im in a te  (o r  a t  l e a s t  m a k e  p o s s ib le  th e  e l im in a t io n  of) in f la t io n  and  
d e f la t io n ,  and  th a t  b o o m s  an d  d e p r e s s io n s  w ould  be  m i t ig a te d .
100 P e r  C en t  R e s e r v e  B an k ing  an d  the  B u s in e s s  C y c le
A s s u m in g  th e  v a l id i ty  of F i s h e r ' s  d e b t - d e f la t io n  c y c l ic a l  
th e o ry ,  s t a b i l i z a t io n  of the  s to c k  of m o n e y  w ould  u n d o u b ted ly  p r e v e n t  
th e  r a p id  f lu c tu a t io n s  in  the  p r i c e  l e v e l  th a t  r e s u l t  f r o m  e x p a n s io n  
o r  c o n t r a c t io n .  S in c e  a  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t  w ould  
r e m o v e  th e  m o n e ta r y  fu n c t io n s  of c o m m e r c i a l  b a n k s ,  p r i c e  f lu c ­
tu a t io n s ,  a s s u m in g  in  th e  s h o r t  r u n  a  c o n s ta n t  s to c k  of m o n ey , w ould  
r e s u l t  on ly  f r o m  v a r i a t i o n s  in  v e lo c i ty ,  w h ich  m ig h t  p r e s u m a b l y  be  
l e s s e n e d  u n d e r  100 p e r  c e n t  r e s e r v e s .
U n d e r  100 p e r  c e n t  r e s e r v e  b an k in g , lo a n s  w ou ld  b e  m a d e  
on ly  ou t of the  sa v in g s  of th e  c o m m u n ity ,  a n d  an  i n c r e a s e  o r  d e ­
c r e a s e  in  lo a n s  w ould  h av e  no e f fe c t  upon th e  s to c k  of m o n ey , bu t  
on ly  upon  th e  r e l a t i v e  q u a n t i t ie s  of e a rn in g  a s s e t s  and  c a s h  h e ld  b y  
f in a n c ia l  i n t e r m e d i a r i e s  an d  th e  sa v in g  c o m m u n i ty .  W hile , a s  
F i s h e r  c o n c e d e s ,  o v e r in d e b te d n e s s  can  s t i l l  o c c u r ,  th e  a t t e m p t s  a t  
l iq u id a t io n  w il l  n o t  b e  s e l f -d e f e a t in g .  H is  a n a ly s i s  im p l i e s  th a t ,  
w h ile  the  c u r t a i l m e n t  of lo a n s  m a y  r e s u l t  in  a  d e c l in in g  v e lo c i ty  and
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t h e r e f o r e  f a l l in g  p r i c e s ,  th e  p o s i t iv e  " r e a l  b a la n c e  effect"^®  w h ich  
i s  t h e r e b y  p ro d u c e d  w ould  n o t  be  n e g a te d  by  a  c o m p a r a b le ,  o r  m o r e  
th a n  c o m p a r a b le ,  d e c r e a s e  in  th e  s to c k  of m o n ey .
In th e  d e b t - d e f la t io n  th e o r y ,  th e  e s s e n t i a l  p r o b le m  is  the  
s e l f -d e f e a t in g  l iq u id a t io n  in  w h ic h  d e b to r s  a r e  m a d e  w o r s e  off b e ­
c a u s e  a fa l l in g  p r i c e  l e v e l  c a u s e s  th e  r e a l  v a lu e  of the  d e b t  to  i n ­
c r e a s e  ev en  thou gh  i t s  n o m in a l  a m o u n t  i s  b e in g  r e d u c e d .  If, u n d e r  
f r a c t io n a l  r e s e r v e  b an k in g ,  th e  m o s t  i m p o r t a n t  d e f l a t i o n a r y  f a c to r  
i s  th e  d e c l in e  in  th e  s to c k  of m o n e y  du e  to  c o n t r a c t i o n  of b a n k  lo a n s ,  
th en  u n d e r  100 p e r  c e n t  r e s e r v e s ,  th e  d e c l in e  in  th e  p r i c e  l e v e l  
w ould  r e s u l t  on ly  f r o m  d e c l in in g  v e lo c i ty .
T h e  L en d in g  F u n c t io n  U n d e r  100 P e r  C e n t  R e s e r v e s
U n d e r  100 p e r  c e n t  r e s e r v e  b a n k in g ,  th e  len d in g  fu n c t io n  
w ould  be  c o m p le te ly  a s s u m e d  by  f in a n c ia l  i n t e r m e d i a r i e s  ( in c lu d in g  
" lo a n  d e p a r t m e n t s "  in  c o n v e n t io n a l  c o m m e r c i a l  b an k s)  th a t  e x c h a n g e
^ T h e  t e r m  " r e a l  b a l a n c e s "  r e f e r s  to  . . l iq u id  c o m m a n d  
o v e r  r e a l  r e s o u r c e s .  " T h a t  i s  to  sa y ,  i t  i s  th e  a m o u n t  of g oo ds  and  
s e r v i c e s  c o m m a n d e d  by a  g iv e n  a m o u n t  of m o n e y  b a la n c e s .  T h e  
" r e a l  b a la n c e  e f fe c t"  r e f e r s  to  th e  c h an g e  in  e x p e n d i tu r e s  th a t  r e ­
s u l t s  f r o m  a  c h a n g e  in  r e a l  b a la n c e s .  A  d e c l in e  in  m o n e y  p r i c e s ,  
f o r  e x a m p le ,  i n c r e a s e s  th e  a m o u n t  of goods an d  s e r v i c e s  c o m m a n d e d  
by  a g iv en  a m o u n t  of m o n e y  b a la n c e s .  T h e  i n c r e a s e  in  e x p e n d i tu r e s  
th a t  w o u ld  r e s u l t  w ould  be  a  " p o s i t iv e  r e a l  b a la n c e  e f fe c t .  " C o n ­
v e r s e l y ,  a  r i s e  in  m o n e y  p r i c e s  w ould  d e c r e a s e  r e a l  b a la n c e s ,  
c a u s in g  a d e c l in e  in  e x p e n d i tu r e s ,  o r  a  " n e g a t iv e  r e a l  b a la n c e  
e ffe c t .  " S ee  Don P a t in k in ,  M o n e y , I n t e r e s t ,  a n d  P r i c e s  (W hite  
P l a i n s ,  N. Y. : R ow , P e t e r s o n ,  an d  C o m p an y , 1956), pp. 21, 113,
130, and  133.
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t h e i r  own (n o n -d e m a n d )  o b l ig a t io n s  fo r  the  sa v in g s  of th e  p u b l ic ,  and  
in  t u r n  a c q u i r e  th e  o b l ig a t io n s  o f  b o r r o w e r s .
T h e  s o u r c e  of lo a n a b le  fund s  w ou ld  th e n  b e  th e  s a v in g s  of 
th e  p u b l ic  d e p o s i te d  in  t im e  an d  s a v in g s  a c c o u n ts  a n d  th e  c a p i ta l  i n ­
v e s t e d  by  b a n k  o w n e r s .  U n d e r  th i s  a r r a n g e m e n t  (g iven  th e  a s s e t  
p r e f e r e n c e s  of le n d in g  i n t e r m e d i a r i e s ) ,  a n  i n c r e a s e  in  c r e d i t  cou ld  
c o m e  a b o u t  on ly  b y  i n c r e a s e d  sa v in g .  Shou ld  the  v o lu m e  o f sa v in g  
r e m a i n  u n c h a n g e d - - a g a in  a s s u m in g  a  c o n s ta n t  s to c k  of m o n e y — new  
lo a n s  cou ld  b e  e x te n d e d  o n ly  a s  o u ts ta n d in g  lo a n s  a r e  r e p a id .  An 
a l t e r n a t i v e  w ou ld  b e  fo r  F i s h e r ' s  C u r r e n c y  C o m m is s io n  to  i s s u e  
new  c u r r e n c y  v ia  d is c o u n t in g  th e  a s s e t s  of th e  le n d in g  in s t i tu t io n s  
th ro u g h  th e  F e d e r a l  R e s e r v e  B a n k s ,  th u s  m a k in g  p o s s ib l e  th e  e x ­
p a n s io n  of len d in g  w ith o u t  an  i n c r e a s e  in  s a v in g .  T h e  C u r r e n c y  
C o m m is s io n ,  o f  c o u r s e ,  w ould  b e  e m p o w e re d  to  i s s u e  c u r r e n c y  in  
ex c h a n g e  fo r  e a r n in g  a s s e t s .  F i s h e r  a l s o  a s s u m e d  th a t  the  C o m ­
m i s s i o n  w ould  no t n e c e s s a r i l y  h av e  to  i s s u e  new  c u r r e n c y ,  b u t  
i n s t e a d  m e r e l y  r e i s s u e  c u r r e n c y  ta k e n  in  upon  m a t u r i t y  of a s s e t s  
a c q u i r e d  d u r in g  o r ig in a l  im p le m e n ta t io n  of th e  s y s te m .  ^
^ I t  i s  i m p l i c i t  i n  100% M oney  th a t  th e  v o lu m e  o f len d in g  by  
c o m m e r c i a l  b a n k s  w ou ld  b e  u n c h a n g e d ,  b u t  r a t h e r  t r a n s f e r r e d  to 
th e  s e p a r a t e  " lo a n  d e p a r tm e n t .  "
^ F i s h e r ,  100% M oney , pp. 7 2 -7 5 .
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T h e  e s s e n c e  of th e  fo re g o in g  i s  th a t  lo a n a b le  funds  w ould  no 
lo n g e r  be o b ta in e d  in  e x ch a n g e  f o r  d e m a n d  l i a b i l i t i e s ,  an d  th i s  w ould  
p r o d u c e  the  s ta b i l i z in g  e f fe c t  of r e d u c in g  s h o r t - t e r m  in d e b te d n e s s .
T h e  I m p a c t  of 100 P e r  C e n t  R e s e r v e s  on  th e  P r i v a t e  D eb t S t r u c tu r e
In  B o o m s  a n d  D e p r e s s io n s ,  F i s h e r  c o n te n d e d  th a t  th e  t e n ­
d e n c y  to w a rd  o v e r  in d e b te d n e s s  b e c o m e s  g r e a t e r  a s  th e  p r o p o r t io n  of 
s h o r t - t e r m  d e b t  to  to ta l  d e b t  i n c r e a s e s .  43 in  100% M oney  h e  c la im e d  
th a t  a n  " in c id e n ta l  b u t  im p o r t a n t "  e f fe c t  of 100 p e r  c e n t  r e s e r v e  r e ­
q u i r e m e n t s  w ould  b e  th e  le n g th e n in g  of p r i v a t e  d e b t  m a t u r i t i e s .  44
T h e  te n d e n c y  to w a rd  l o n g e r - t e r m  lo a n s  w ou ld  c o m e  a b o u t  
b e c a u s e  of two f o r c e s :  (1) a  l o n g - t e r m  d e c l in e  in  th e  d e m a n d  fo r
s h o r t - t e r m  c o m m e r c i a l  lo a n s  r e l a t i v e  to  c a p i ta l  lo a n s ;  an d  (2 ) 
f r e e d o m  f r o m  th e  l iq u id i ty  r e q u i r e m e n t s  of f r a c t io n a l  r e s e r v e  
b a n k in g ,  th u s  r e d u c in g  th e  r e l u c ta n c e  of b a n k s  to  a c q u i r e  lo n g e r  
t e r m ,  l e s s  l iq u id  a s s e t s .
In  1936, F i s h e r  c o n te n d ed  th a t  th e  d e m a n d  fo r  s h o r t - t e r m  
c o m m e r c i a l  lo a n s  h a d  d e c l in e d  b e c a u s e  of s t r u c t u r a l  c h a n g e s  in  
A m e r i c a n  e n t e r p r i s e ,  su c h  a s  n a t io n a l  in t e g r a t io n  and  th e  i n c r e a s in g  
a b i l i ty  of l a r g e  c o r p o r a t io n s  to  f in a n c e  th e m s e lv e s .  A t th e  s a m e
4 ^ F i s h e r ,  " T h e  D e b t -D e f la t io n  T h e o ry  of G r e a t  D e ­
p r e s s i o n s ,  " p. 245.
^ ^ F i s h e r ,  100% M oney , pp . 133-135.
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t im e ,  th e  d e m a n d  fo r  l o n g - t e r m  c a p i ta l  lo a n s  h a d  i n c r e a s e d .  T h e  
e f fe c t  of th is  h a d  b e e n ,  s a id  F i s h e r ,  t h a t  " , . . t h e r e  i s  . . .  no  
p r o s p e c t  of a  su f f ic ie n t  v o lu m e  of o ld - f a s h io n e d  s h o r t - t e r m  
c o m m e r c i a l  lo a n s  on  w h ich  b a n k e r s  h a v e  h i th e r to  d e p en d e d  fo r  the  
b a c k in g  of t h e i r  p r e c a r i o u s  d e m a n d  d e p o s i t s .  "^5
F i s h e r  f u r t h e r  s u g g e s te d  th a t ,  in  an  a t t e m p t  to  r e c o n c i l e  
t h e i r  own l iq u id i ty  n e e d s  w ith  th e  d e m a n d  fo r  lo n g e r  t e r m  lo a n s  by 
b u s i n e s s ,  b a n k s  had  e n g ag e d  in  th e  p r a c t i c e  of ex ten d in g  s h o r t - t e r m  
lo a n s  w ith  th e  u n d e r s t a n d in g  th a t  th e y  w ou ld  be  r e n e w e d .  Y e t so 
lon g  a s  th e  o p t io n  of r e n e w a l  r e s t s  w ith  th e  l e n d e r ,  th e  p ro b a b i l i ty  
t h a t  m a s s i v e  l iq u id a t io n  w il l  o c c u r  r e m a i n s  p r e s e n t .  ^6  H o w ev e r ,  
w ith  100 p e r  c e n t  r e s e r v e s  a g a in s t  d e m a n d  d e p o s i t s ,  " th e  b o r r o w e r  
w ould  be  b e t t e r  a b le  to  s t ip u la te  in  a d v a n c e  fo r  th e  le n g th  of lo an  
he  d e s i r e d ,  b e c a u s e  h is  own b u s in e s s  r e q u i r e m e n t s  w ould  n o t  be  
o v e r b o r n e  by  the  ' l iq u id i ty '  r e q u i r e m e n t s  . . .  of th e  b a n k s .  "^7
^ ^ I rv in g  F i s h e r , '100% M oney  and  th e  P u b l ic  D eb t, " p . 418. 
T h e  p o in t  th a t  th e  a c q u is i t io n  of s h o r t - t i m e  p r i v a t e  e a rn in g  a s s e t s  
w ould  p r o v id e  a  l iq u id i ty  th a t  w as  h ig h ly  i l l u s io n a r y  b e c a u s e  i t  p r o ­
v id e s  th e  c o n d i t io n s  e s s e n t i a l  to s e l f -d e f e a t in g  l iq u id a t io n  w a s  p e r ­
h a p s  b e s t  m a d e  by  H e n ry  S im o n s  in  " R u le s  v e r s u s  A u th o r i t i e s  in  
M o n e ta r y  P o l i c y "  (to b e  d i s c u s s e d  m o r e  th o ro u g h ly  on  p a g e s  5 4 -73  
of th i s  c h a p te r ) .
^ Ib id . ( a n d F i s h e r ,  100% M o n e y , pp. 133-134.
4 7 F i s h e r ,  100% M oney , p. 134. F i s h e r ' s  a n a ly s i s  r e g a r d in g  
th e  i n c r e a s e d  d e m a n d  f o r  c a p i ta l  lo a n s  r e l a t i v e  to  s h o r t - t e r m  lo a n s  
i s  s u b s ta n t ia t e d  to  a  l a r g e  e x te n t  b y  th e  g ro w th  of n o n -b a n k  f in a n c ia l  
i n t e r m e d i a r i e s  th a t  h a s  o c c u r r e d  s in c e  th e  1930 's .  T h e s e  i n t e r ­
m e d i a r i e s ,  w h ich  s p e c i a l i z e  in  lo n g e r  t e r m  a s s e t s ,  a r e  e s s e n t i a l l y
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F i s h e r  c o n c lu d e d  th a t  th e  e s t a b l i s h m e n t  of 100 p e r  c e n t  
r e s e r v e  b an k in g  w ould  r e s u l t  in  i n c r e a s e d  i n v e s tm e n t  in  p r e f e r r e d  
an d  c o m m o n  s to c k  an d  th a t  c o m m e r c i a l  b an k in g  ". . . w ou ld  
g r a d u a l ly  te n d  to  b e c o m e  in v e s tm e n t  b an k in g  in  a l l  i t s  f o r m s .  . . ."48 
H o w e v e r ,  h e  a d d e d ,  " A ll  th is  d o e s  n o t  m e a n  th a t  b o r r o w in g  w ould  
c e a s e  o r  e v e n  th a t  s h o r t  t e r m  b o r r o w in g  w ould  c e a s e ;  b u t  s im p ly  
th a t  th e  r e l a t i v e  i m p o r t a n c e  of s h o r t  t e r m  lo a n s  w ould  d e c r e a s e .
H e n r y  S im o n s
T h e  s c h e m e s  fo r  m o n e ta r y  and  b an k in g  r e f o r m  th a t  a r e  
g e n e r a l ly  r e f e r r e d  to  a s  b e in g  in  th e  " C h ic a g o  t r a d i t i o n "  h a v e  t h e i r  
p u b l is h e d  o r ig in  w ith  H e n ry  S im o n s .  A lth o u g h  a  g ro u p  of e c o n o m is ts  
a t  th e  U n iv e r s i ty  of C h icag o  p r e s e n t e d  a  p la n  fo r  m o n e t a r y  r e f o r m  
(w hich  in c lu d e d  100 p e r  c e n t  r e s e r v e  bank ing ) in  u n p u b l ish e d  m im e o ­
g ra p h e d  fo rm  in  S e p te m b e r ,  1933, th e  f i r s t  g e n e r a l  p u b l ic a t io n  of
th e  s a m e  a s  th e  " lo a n  d e p a r t m e n t s "  of c o m m e r c i a l  b a n k s  e n v is io n e d  
by F i s h e r .  F o r  e x a m p le ,  s e e  Jo h n  G u r le y  a n d  E . S. Shaw , M oney  
in  a  T h e o r y  of F in a n c e  (W ash in g to n ,  D. C . : T h e  B ro o k in g s  I n s t i ­
tu t io n ,  I9 6 0 ), 371 pp.
4 ® F ish e r ,  100% M o n e y , p. 136. ^ Ib id .
^® For r e f e r e n c e s  to  th e  " C h ic a g o  M e m o r a n d u m ,"  s e e  
A l b e r t  G. H a r t ,  " T h e  *Chicago P l a n 1 o f  B an k in g  R e f o r m - - I ,  " R e v ie w  
of E c o n o m ic  S tu d i e s , I I  ( F e b r u a r y ,  1935), 104-116, r e p r i n t e d  in  
A m e r i c a n  E c o n o m ic s  A s s o c ia t io n ,  R e a d in g s  in  M o n e ta r y  T h e o r y  
(New Y ork : T h e  B la k is to n  Co. , 1951), pp . 4 3 7 -4 5 6 ;  a n d  H e n ry  C. 
S im o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l i c y ,  " J o u r n a l  of 
P o l i t i c a l  E c o n o m y ,  XL.IV ( F e b r u a r y ,  1936), r e p r i n t e d  in  H e n r y  C. 
S im o n s ,  E c o n o m ic  P o l i c y  fo r  a  F r e e  S o c ie ty  (C h icag o : T h e
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th e  p la n  w as in  H e n ry  S im o n s '  A  P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e  
in  1934. F u r t h e r  e la b o ra t io n  w as  c o n ta in e d  in  h i s  " R u le s  v e r s u s  
A u th o r i t i e s  in  M o n e ta ry  P o l ic y "  in  1936. ^1
I rv in g  F i s h e r  a c k n o w le d g e s  the  "C h ic a g o  M e m o ra n d u m "  
a s  the  s o u rc e  f r o m  w hich  h e  ". . . o r ig in a l ly  o b ta in ed  m a n y  of th e  
id e a s  em b o d ied  in  th i s  book  /JlOOTo MoneyJ7* W e re  i t  n o t  f o r  the  
f a c t  th a t  P r o f e s s o r  F i s h e r ' s  a d v o c a c y  of 100 p e r  c e n t  r e s e r v e  bank ing  
fo l lo w ed  lo g ic a l ly  f r o m  h is  e a r l i e r  w o rk  in  m o n e ta r y  th e o ry ,  i t  
m ig h t  b e  i n f e r r e d  th a t  he  w as  bu t a  p o p u la r i z e r  of S im o n s '  id e a s .  
H o w ev e r ,  in d ic a t io n s  a r e  th a t  bo th , b e in g  a b s o r b e d  in  a  c o m m o n  
p r o b le m ,  a r r i v e d  in d e p e n d e n t ly  a t  s i m i l a r  c o n c lu s io n s  b a s e d  upon 
s i m i l a r ,  b u t  n o t  id e n t ic a l ,  t h e o r e t i c a l  b a s e s .
In A P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e ,  S im o n s  p r e s e n t e d  
a n  o u tl in e  of a  c o m p re h e n s iv e  p o l i t i c a l  p r o g r a m  fo r  e s ta b l i s h in g  th e  
" r u l e s  of the  g a m e "  of c a p i ta l i s m .  T h e  p r o g r a m  w as p u r p o r t e d  to 
r i d  th e  A m e r i c a n  e co n o m ic  s y s te m  of th o s e  p e r v e r s i o n s  of c a p i ta l i s m  
th a t ,  in  S im o n s '  v iew , had  c a u s e d  i t  to  c e a s e  fu n c tion in g  e ffe c t iv e ly .  
W hile  S im o n s  v iew ed  the  m a r k e t  eco n o m y  a s  d e s i r a b l e - - n o t  o n ly  b e ­
c a u s e  i t  m a x im iz e s  e co n o m ic  e f f ic ie n c y  b u t  b e c a u s e  i t  a ls o
U n iv e r s i ty  of C h icag o  P r e s s ,  1948), p. 163. A ll  r e f e r e n c e s  to 
" R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l i c y "  r e f e r  to  E c o n o m ic  
P o l i c y  fo r  a F r e e  S o c ie ty .
51S im o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  "
p . 163.
^ F i s h e r ,  100% M oney, p. ix.
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m a x im iz e s  in d iv id u a l  l i b e r t y - - h e  a s s ig n e d  a  p o s i t iv e  r o l e  to g o v e rn ­
m en t .  S ince  m o n opo ly  i s  th e  f o r e m o s t  t h r e a t  to  in d iv id u a l  l ib e r ty ,  
g o v e rn m e n t  shou ld  a c t  to  d i s m a n t l e  i t  w h e re  i t  e x i s t s ,  and  to p r e v e n t  
i t s  e s ta b l is h m e n t .  W h e re  n a tu r a l  m o n o p o lie s  e x is t  an d  c o m p e ti t io n  
c a n n o t  e f fe c t iv e ly  w o rk  a s  a  r e g u l a to r y  d e v ic e ,  th e y  shou ld  be  tak e n  
in to  p ub lic  o w n e rsh ip .
A m ong th e  ’' r u l e s  of the  g a m e '1 to  b e  m a in ta in e d  by  g o v e rn ­
m e n t ,  S im o n s  in c lu d ed  the  r e g u la t io n  of the  c u r r e n c y .  He c o n ten d ed  
th a t  f r a c t io n a l  r e s e r v e  bank ing  shou ld  be  a b o l ish e d ,  s in c e  i t  a l lo w s  
p r iv a t e  in s t i tu t io n s  to  c r e a t e  c i r c u la t in g  m e d ia  (d em an d  d e p o s i ts ) .
In i t s  s te a d  he o f fe re d  th e  fo llow ing  m o n e ta r y  r e f o r m  p r o p o s a l s :
1. F e d e r a l  o w n e r s h ip  of the  F e d e r a l  R e s e r v e  B an k s ,
2. A n n u lm e n t  of e x is t in g  b an k  c h a r t e r s  and  e n a c tm e n t  
of new  le g i s l a t io n  p ro v id in g  fo r  c o m p le te  s e p a ­
r a t i o n  of th e  d e p o s i t  and  lend in g  fu n c t io n s  of 
e x is t in g  c o m m e r c i a l  b a n k s .
3. L e g i s l a t io n  r e q u i r i n g  th a t  a l l  in s t i tu t io n s  m a in ­
ta in in g  d e p o s i t  l i a b i l i t i e s  a n d / o r  p ro v id in g  check in g  
f a c i l i t i e s  (o r  any  s u b s t i tu te  th e r e f o r )  s h a l l  m a in ­
ta in  r e s e r v e s  eq u a l  to 100 p e r  c e n t  of such  d e p o s i ts  
in  c a s h  and  d e p o s i t s  a t  th e  F e d e r a l  R e s e r v e  B a n k s .
4. P r o v i s i o n  fo r  g ra d u a l  d i s p la c e m e n t  of p r iv a te  bank  
c r e d i t  a s  c i r c u la t in g  m e d ia  by  c r e d i t  of the  F e d e r a l  
R e s e r v e  B a n k s .
5. D is p la c e m e n t  by  F e d e r a l  R e s e r v e  n o te s  and  d e p o s i ts  
of a l l  o th e r  f o r m s  of c u r r e n c y  in  c i r c u la t io n ,  to 
p ro v id e  a  c o m p le te ly  h o m o g en e o u s  n a t io n a l  c u r r e n c y .
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S u b s id ia r y  coin, m ig h t  b e  r e t a in e d ,  b u t  i t  m ig h t  b e t t e r  
b e  r e p l a c e d  b y  a  m e t a l  th a t  i s  c h e a p e r  an d  m o r e  
d u r a b le  th a n  s i l v e r .
Gold w ould  be  u s e d  e x c lu s iv e ly  fo r  s e t t l e m e n t  of 
i n t e r n a t io n a l  b a la n c e s .
6 . P r e s c r i p t i o n  in  l e g i s l a t i o n  of a n  e x p l ic i t ,  s im p le  
r u l e  o r  p r in c ip le  of m o n e t a r y  p o l ic y ,  and  e s t a b ­
l i s h m e n t  of an  a p p r o p r i a t e  a d m i n i s t r a t i v e  body 
(N a tio n a l  M o n e ta ry  A u th o r i ty )  c h a r g e d  w ith  
c a r r y i n g  o u t th e  p r e s c r i b e d  r u l e ,  an d  v e s t e d  w ith  
no d i s c r e t i o n a r y  p o w e r s  a s  r e g a r d s  th e  fu n d a ­
m e n ta l  r u le .
7. A b o l i t io n  of r e s e r v e  r e q u i r e m e n t s  a g a i n s t  n o te s  
a n d  d e p o s i t s  of th e  F e d e r a l  R e s e r v e  B a n k s ,  i. e. , 
z e r o  r e s e r v e  r e q u i r e m e n t  a g a i n s t  F e d e r a l  R e s e r v e  
l i a b i l i t i e s .  53
B e f o re  tu rn in g  to a  f u r t h e r  e x a m in a t io n  of S im o n s '  p r o ­
p o s a l s  fo r  b a n k in g  r e f o r m ,  an  e x a m in a t io n  of th e  t h e o r e t i c a l  b a s i s  
of r e f o r m  i s  in  o r d e r .
S i m o n s ' T h e o r y  of B u s in e s s  C y c le s
S im o n s  e x p la in e d  th e  b u s in e s s  c y c le  a s  r e s u l t a n t  f r o m  two 
c a u s a l  f a c t o r s :  (1) r i g id i t i e s  w i th in  c r u c i a l  a r e a s  of th e  p r i c e  
s t r u c t u r e ,  r e s u l t i n g  in  a d ju s tm e n t s  b e in g  m a d e  th ro u g h  c h a n g e s  
in  o u tp u t and  e m p lo y m e n t  i n s t e a d  of in  p r i c e s  an d  w a g e s ,  an d
c 3
A d a p te d  f r o m  S im o n s ,  A  P o s i t i v e  P r o g r a m  f o r  L a i s s e z  
F a i r e , pp. 2 2 -2 3 . A lso  s e e  h is  E c o n o m ic  P o l i c y  f o r  a  F r e e  
S o c ie ty ,  pp. 6 2 -6 3 .
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(2 ) p e r v e r s e  f le x ib i l i ty  in  the  " to ta l  t u r n o v e r "  (quan tity  and  v e lo c i ty )  
of e f fe c t iv e  m o n e y .  54 T he so lu t io n  to  the  p r i c e  r i g id i t i e s  f a c to r  
w ould , of c o u r s e ,  be th ro u g h  th e  v ig o ro u s  e n f o r c e m e n t  of a n t i - t r u s t  
la w s  a g a in s t  m o n o p o l i s t ic  e le m e n t s ,  b o th  c a p i ta l  and  l a b o r .  The 
so lu t io n  to  th e  p r o b le m  of p e r v e r s e  e l a s t i c i t y  of e f fe c t iv e  m o n e y  
e n ta i l s  r a d i c a l  r e f o r m  of the  e n t i r e  f in a n c ia l  s y s te m ,  of w h ic h  100  
p e r  c e n t  r e s e r v e  b an k in g  is  bu t  a  p a r t .
To S im o n s ,  the  id e a l  f in a n c ia l  s y s te m  w ould  be  one in  w h ich  
a l l  p r o p e r t y  w as  h e ld  in  a  r e s i d u a l  e q u ity  o r  c o m m o n  s to c k  f o r m ,  
and  in  w h ic h  t h e r e  w ould  be  no  m o n e y  c o n t r a c t s .  T h en , "T h e  
d a n g e r  of p e r v a s iv e ,  s y n c h ro n o u s ,  c u m u la t iv e  m a la d ju s tm e n t s  
w ould  be  m in im iz e d .  . . . "  b e c a u s e ,  he  c o n tin u ed , " . . . no one 
w ould  be in  a  p o s i t io n  e i t h e r  to  c r e a t e  e f fe c t iv e  m o n e y  s u b s t i tu t e s  
. . , o r  to  f o r c e  e n t e r p r i s e s  in to  w h o le s a le  e f f o r t s  a t  l i q u id a t io n ." 55
Second  b e s t  to  the  id e a l  w ould  be  a s y s te m  in  w h ich  a l l  
b o r ro w in g  and  len d in g  w e re  in  th e  f o r m  of c o n t r a c t s  in  p e r p e tu i ty ,  
w h e re  r e p a y m e n t  of p r in c ip a l  c a n n o t  be  d e m a n d e d .  A lth o u g h  S im o n s  
c o n c e d e d  th a t ,  w ith  a  l a r g e  v o lu m e  of su c h  f in a n c in g ,  t h e r e  e x i s t s  
th e  p o s s ib i l i ty  th a t  f ix e d  a n n u ity  c h a r g e s  m ig h t  l e a d  to  e x te n s iv e  
e f f o r t s  to w a rd  g a in ing  l iq u id i ty  d u r in g  d o w n w ard  c y c l i c a l  m o v e m e n ts ,
^ S i m o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l i c y ,  " 
pp . 164-165.
^ I b i d . , p . 165.
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p r o t e c t io n  a g a in s t  r e p a y m e n t  of p r i n c i p a l  w ou ld  l e a v e  f ix ed  c l a im s  
r e l a t i v e ly  s m a l l  and  t h e r e f o r e  p r e v e n t  w h o le s a le  l iq u id a t io n .  88
N ex t a lo n g  a d e sc e n d in g  s c a le  f r o m  S im o n s '  i d e a l  w ould  be  
a  s y s te m  in w h ich  b o r r o w in g  a n d  le n d in g  w e r e  on ly  on a  l o n g - t e r m  
(50 y e a r s  o r  m o r e )  b a s i s .  A ltho ugh  m a t u r i t i e s  o c c u r r i n g  d u r in g  
c y c l ic a l  d o w n tu rn s  co u ld  b e  u se d  to  a u g m e n t  m o n e y  h o a r d s ,  on ly  a  
s m a l l  p e r c e n ta g e  of su c h  d e b t  w ould  f a l l  due  d u r in g  a n y  on e  y e a r ,  
an d  a g a in  th e  d a n g e r  of w h o le s a le  l iq u id a t io n  w ould  be  m in im a l .
F u r t h e s t  f r o m  th e  id e a l  w ould  b e  a  s y s te m  in  w h ic h  s h o r t ­
t e r m  d e b t  c o n s t i tu te d  a  m a jo r  p o r t io n  o f to ta l  d eb t:
No r e a l  s t a b i l i ty  of p ro d u c t io n  an d  e m p lo y m e n t  i s  
p o s s ib l e  w hen  s h o r t - t e r m  l e n d e r s  a r e  c o n tin u o u s ly  
in  a  p o s i t io n  to  d e m a n d  c o n v e r s io n  o f  t h e i r  i n v e s t ­
m e n t s ,  a m o u n t in g  in  th e  a g g r e g a t e  to  a  l a r g e  
m u l t ip le  of th e  to ta l  a v a i la b le  c i r c u la t in g  m e d ia ,  
in to  su c h  m e d ia .  Such  a n  e c o n o m y  i s  w o rk a b le  
on ly  on th e  b a s i s  of a  u to p ia n  f l e x ib i l i ty  of p r i c e s  
and  w ag e  r a t e s .  S h o r t - t e r m  o b l ig a t io n s  p r o v id e  
a b u n d a n t  m o n e y  s u b s t i t u t e s  d u r in g  b o o m s ,  th u s  r e ­
l e a s in g  m o n e y  f r o m  c a s h  r e s e r v e s ;  a n d  th e y  
p r e c i p i t a t e  h o p e le s s  e f fo r t s  a t  l iq u id a t io n  d u r in g  
d e p r e s s i o n s .  T h e  s h o r t e r  th e  p e r io d  of m o n e y  
c o n t r a c t s ,  th e  m o r e  u n s ta b le  th e  e c o n o m y  w il l  be ; 
a t  w o r s t ,  a l l  m o n e y  c o n t r a c t s  w ould  be  in  th e  f o r m  
of c a l l  l o a n s .  88
S in c e  th e  d e v e lo p m e n t  of s h o r t - t e r m  le n d in g  r e p r e s e n t s  
th e  f u r t h e s t  f r o m  th e  id e a l  f in a n c ia l  s y s te m ,  w ith  th e  d e v e lo p m e n t
5 6 Ib id .
58Ib id ., p. 166.
^ I b i d .  t pp , 165-166.
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of b an k s  S im o n s  co n ten d ed  ". . . we m o v e  r a p id ly  out of s igh t  of 
id e a l  o r  ev en  to le r a b l e  c o n d it io n s .  . . . "59
S h o r t - T e r m  D ebt and  M o n e ta ry  In s ta b i l i ty
Sim ons* a n a ly s i s  of b a n k s  a s  a  d e t e r r e n t  to  e c o n o m ic  
s ta b i l i ty  i s  s i m i l a r  to th a t  of F i s h e r :  B ank s  a r e  i n t e r m e d i a r i e s  
th a t  f in an c e  in v e s tm e n t  c o m m itm e n ts ,  th a t  id e a l ly  should  b e  c o n ­
t in u o u s ,  by  lend ing  funds o b ta in ed  by i s s u in g  d em an d  o r  n e a r - d e m a n d  
c la im s  to o r ig in a l  l e n d e r s  ( d e p o s i to r s ) .  B e c a u s e  of th e  s p e c ia l  
s ta tu s  g iven  bank ing  c o r p o r a t io n s ,  t h e i r  o b l ig a t io n s  b e c o m e  a s  good 
a s  c u r r e n c y ;  th u s  th e  ban k ing  s y s te m  a c q u i r e s  the  p r e r o g a t iv e  of 
c u r r e n c y  i s s u e .  T h e r e f o r e ,  S im o n s  con tin ued , d e m a n d  d e p o s i ts  
r e p r e s e n t  " . . .  a  g ig an t ic  d e v e lo p m e n t  of c a l l  lo a n  f i ­
nan c in g . . . . "60 T h e  r e s u l t ,  then , i s  th e  banks* f lood ing  the  
eco n o m y  w ith  " m o n e y  s u b s t i t u t e s " ^  d u r in g  b o o m s and  p r e c ip i ta t in g  
fu t i le  e f fo r t s  a t  l iq u id a t io n  a f t e r w a r d .  ^2
T he  s e n s i t iv i ty  of th e  f in a n c ia l  s y s te m  to d i s tu r b a n c e s ,  
co n tin u ed  S im ons* a n a ly s i s ,  i s  i n c r e a s e d  by  (1) the  m a in te n a n c e  by 
b an k s  of r e l a t i v e ly  s m a l l  c u sh io n s  of ow ners*  equ ity ,  and  (2 ) the
59lb id . ^Oib id . , p. 166.
6l ln  Sim ons* te rm in o lo g y ,  d e m a n d  d e p o s i ts  a r e  a p p a r e n t ly  
c o n s id e r e d  to  be  m o n ey  s u b s t i tu te s  r a t h e r  th a n  p a r t  of the  m o n ey  
supp ly .
S im o n s ,  "R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  "
p. 167.
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p r a c t i c e  of m ak in g  s h o r t - t e r m  lo a n s  th a t  r e p r e s e n t  s e c o n d a ry  u n ­
s e c u r e d  c la im s .  A s a  r e s u l t ,  a  s m a l l  d e c l in e  in  s e c u r i t y  v a lu e s  
le a d s  to a w id e s p re a d  m o v e m e n t  to im p ro v e  the  q u a l i ty  of b an k  
a s s e t s .  ^3
T h e  bank ing  p r a c t i c e  of in v e s t in g  h e a v i ly  in  s h o r t - t e r m  
c o m m e r c i a l  p a p e r ,  w h ich  is  in te n d ed  to m a in ta in  a h ig h  d e g re e  of 
l iq u id i ty ,  h a s  a s  a n  e ffe c t  q u i te  th e  o p p o s i te  of i t s  in te n t io n s .  S in ce  
b a n k s  a c q u i r e  funds by  i s s u in g  d e m a n d  o r  n e a r - d e m a n d  o b l ig a t io n s ,  
S im o n s  p o in te d  out, i t  i s  a s s u m e d  th a t  th e y  shou ld  lend  only  on a 
s h o r t - t e r m  b a s i s .  H o w ev e r ,  the  e ffe c t  i s  only to  i n c r e a s e  the  
d e s ta b i l iz in g  p r o p e n s i t i e s  in h e r e n t  in  s h o r t - t e r m  f in anc ing . ^  B an k s , 
in  an  e f fo r t  to m a in ta in  a su f f ic ie n t  d e g re e  of l iq u id i ty ,  in  f a c t  e x ­
p o s e  th e m s e lv e s  to  g r e a t e r  d a n g e r s  of in so lv e n c y  th an  th ey  m ig h t  if 
th ey  c o n c e n tr a te d  on the  a c q u is i t io n  of l o n g - te r m  in v e s tm e n ts .
By c o n c e n tr a t in g  on l o n g - t e r m  in v e s tm e n t s ,  c o n ten d ed  
S im o n s ,  in d u s t r y  w ould  be  l e s s  e x p o se d  to  ” . . .p a r a ly z in g  w ith ­
d r a w a l s  of w o rk in g  c a p i ta l .  . . . b anks  would lo s e  the  pow er 
". . . d a n g e ro u s  to t h e m s e lv e s  a s  w e ll  a s  the  c o m m u n ity ,  of p r e ­
c ip i ta t in g  c h a o t ic  l iq u id a t io n ;” and , f in a l ly  f r e e d  f r o m  th e  i l lu s io n  
of l iq u id i ty ,  b a n k e r s  w ould  be r e q u i r e d  to  . . f a c e  m o r e  s q u a r e ly  
the  n e c e s s i t y  of m e e t in g  d e m a n d s  f o r  c a sh  by  t r a n s f e r r i n g  (se l l in g )
6 3Ib id .
64Ib id . , pp. 167-168. A lso  se e  S im o n s ,  A P o s i t i v e  P r o g r a m  
fo r  L a i s s e z  F a i r e ,  pp. 34-35fn .
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t h e i r  i n v e s tm e n t s ;  th u s ,  t h e i r  own ju d g m e n t ,  . . . w ould p ro b a b ly  
l e a d  th e m  to  m a in ta in  m o r e  n e a r l y  a p p r o p r i a t e  c u sh io n s  of s to c k ­
h o ld e r  e q u i t i e s .  '*65
In s u m m a r y ,  S im o n s  v ie w e d  th e  d e v e lo p m e n t  of s h o r t - t e r m  
f in a n c e  in  g e n e r a l  a s  th e  e s s e n t i a l  c a u s e  of e c o n o m ic  in s t a b i l i t y  even  
if  t h e r e  w e r e  a  f a i r l y  h ig h  d e g r e e  of p r i c e - w a g e  f le x ib i l i ty .  He 
v ie w e d  f r a c t i o n a l  r e s e r v e  b an k in g  n o t  a s  th e  p r i m e  c a u s e ,  b u t  a s  an  
in to l e r a b l e  e x te n s io n  of an  a l r e a d y  f a r - f r o m - i d e a l  f in a n c ia l  s y s te m .
H is  p r o g r a m  f o r  ’’g e n u in e  e c o n o m ic  r e c o n s t r u c t i o n 11 c a l le d
fo r :
. . .  (1) r e s t o r a t i o n  of a  m a x im u m  of c o m p e t i t iv e n e s s  
in  i n d u s t r y  ( in c lu d in g  th e  l a b o r  m a r k e t s ) ;  (2 ) t r a n s i t i o n  
to  a  l e s s  p r e p o s t e r o u s  s t r u c t u r e  of p r i v a t e  m o n e y  c o n ­
t r a c t s ;  an d  (3) u l t im a te  e s t a b l i s h m e n t  of a  s im p le ,  
m e c h a n ic a l  r u l e  of m o n e t a r y  p o l ic y .  66
H e c o n s id e r e d  th e  f i r s t  of t h e s e  t h r e e  p o in ts  to  b e  of p a r a m o u n t  i m ­
p o r t a n c e ,  c o n s id e r in g ,  a s  h e  d id , th a t  w ith  s u f f ic ie n t  w a g e - p r i c e  
f l e x ib i l i ty  th e  s y s te m  w ould  fu n c t io n  to le r a b ly  r e g a r d l e s s  of the  
f in a n c ia l  s y s te m .  H o w e v e r ,  a s s u m in g  l im i te d  w a g e - p r i c e  f le x ib i l i ty ,  
th e n  r e f o r m  of th e  f in a n c ia l  s y s te m  to w a rd  th e  " id e a l  s y s t e m " 6 7  
b e c o m e s  c r u c i a l  to  e c o n o m ic  s ta b i l i ty .
65lbid, , p. 328fn. 
6'7sup r a , pp. 5 8 -6 0 .
6 6 jb id . , p. 170.
W hile  a d m ittin g  th a t  to  a b o lis h  a l l  f o rm s  o f b o r ro w in g , o r
ev en  s h o r t - t e r m  b o r ro w in g ,  . . i s  m e r e l y  to  d r e a m ,  "68  he  d id
c o n s id e r  i t  f e a s ib l e  to
. . . u n d e r ta k e  a  g r a d u a l  and  s y s te m a t i c  r e ­
o r d e r in g  of f in a n c ia l  p r a c t i c e s ,  to  th e  end of 
l im i t in g  qu ite  n a r r o w ly  the  a m o u n t  a n d  the  
p o s s ib le  q u a n ti ty  f lu c tu a t io n s  of the  g e n e r a l ly  
a c c e p ta b le  n e a r - m o n e y s .  69
S im o n s 1 P r o g r a m  fo r  M o n e ta ry  R e f o rm
In o r d e r  to  a c c o m p l i s h  f in a n c ia l  r e c o n s t r u c t i o n ,  i t  w ould  b 
n e c e s s a r y  to:
1. A b o l ish  a l l  s p e c ia l  in s t i tu t io n a l  a r r a n g e m e n t s  
f o r  l a r g e - s c a l e  s h o r t - t e r m  f in an c in g ;
2. C onfine  d e m a n d  d e p o s i t  b an k in g  to  w a re h o u s in g  
an d  t r a n s f e r r i n g  of a c tu a l  c u r r e n c y ;
3. T r a n s f o r m  s a v in g s  b a n k s  in to  s t r i c t l y  m u tu a l  
in s t i tu t io n s  o r  i n v e s tm e n t  t r u s t s ;
4. N a r r o w ly  l i m i t  the  b o r r o w in g  p o w e r  of c o r p o ­
r a t i o n s  (o th e r  th a n  b a n k s)  to  p r e v e n t  t h e i r  
t a k in g  o v e r  th e  p r e r o g a t i v e  of w h ic h  b an k in g  
c o r p o r a t io n s  h ad  b e e n  d e p r iv e d ;  and
5. P o s s i b l y  l i m i t  f in a n c in g  by  i n s t a l lm e n t  s a l e s .  ^
T h e  e s t a b l i s h m e n t  of S im o n s '  r e f o r m  p r o p o s a l s  w ould e n ­
t a i l  i n s t i tu t io n a l  r e f o r m  f a r  b e y o n d  th e  s im p le  e le v a t io n  of r e s e r v e
^® Sim ons, " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  ’
p . 171.
69Ib id . ™ Ibid .
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r e q u i r e m e n t s  to  100 p e r  c e n t  of d e m a n d  d e p o s i t s .  W hile  100 p e r  c e n t  
r e s e r v e  b an k in g  w as  v ie w e d  a s  n e c e s s a r y  to  th e  a t t a in m e n t  of a  f i ­
n a n c ia l  s y s te m  th a t  t o l e r a b l y  a p p r o x im a te d  th e  id e a l ,  i t  w as  b y  no 
m e a n s  v ie w e d  by  S im o n s  a s  b o th  n e c e s s a r y  an d  su f f ic ie n t .  "S tan d in g  
by  i t s e l f ,  " c o m m e n te d  S im o n s ,  ". . . i t  w ould  p r o m i s e  l i t t l e  b u t
e v a s io n  . . . and  w ou ld  d e s e r v e  c l a s s i f i c a t i o n  a s  m e r e l y  a n o th e r  
71c r a n k  s c h e m e .
T h e  c e n t r a l i z a t i o n  of b o th  m o n e t a r y  an d  f i s c a l  p o w e r s  w ould  
p r o v id e  th e  m o d u s  o p e ra n d i  to  m o n e t a r y  s ta b i l i ty .  T h e s e  v a s t  a d ­
m i n i s t r a t i v e  p o w e r s  w ould , of c o u r s e ,  b e  e x e r c i s e d  on ly  s u b je c t  to  
s h a r p ly  d e f in e d  r u l e s .
I m p le m e n ta t io n  an d  I m p a c t  of 100 P e r  C e n t  R e s e r v e  B ank in g
Sim ons*  te c h n iq u e s  fo r  im p le m e n ta t io n  of 100 p e r  c e n t  r e ­
s e r v e  b an k in g  a r e  e s s e n t i a l l y  th e  s a m e  a s  th o s e  r e c o m m e n d e d  by 
P r o f e s s o r  F i s h e r .  T h e  F e d e r a l  R e s e r v e  w ould  a c q u i r e  th ro u g h  o pen  
m a r k e t  o p e ra t io n s  th e  e x is t in g  i n v e s tm e n t s  of d e p o s i t  b a n k s  u n t i l  
F e d e r a l  R e s e r v e  c r e d i t  c o m p le te ly  d i s p l a c e d  p r i v a t e  b an k  c r e d i t  a s  
c i r c u la t in g  m e d ia .  A l l  o th e r  f o r m s  of c i r c u la t in g  m e d i a - - s i l v e r  
c e r t i f i c a t e s ,  U n ited  S ta te s  n o te s ,  e tc .  - - w e r e  to  b e  r e t i r e d  by  
F e d e r a l  R e s e r v e  c r e d i t .
7l Ib id . , p. 331.
72S im o n s ,  A  P o s i t i v e  P r o g r a m  fo r  L a i s s e z  F a i r e ,
pp. 2 2 -2 3 .
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A s in d ic a te d  ab ov e , the  S im o n s  p r o p o s a l  fo r  100 p e r  cen t  
r e s e r v e  bank ing , be ing  but a  p a r t  of a  c o m p r e h e n s iv e  m o n e ta r y  
r e f o r m  p ro p o s a l ,  w as not c o n s id e r e d  by  i t s  a u th o r  to be  bo th  n e c e s ­
s a r y  and su f f ic ie n t  to  i n s u r e  m o n e ta r y  s ta b i l i ty .  T h e  e s s e n t i a l  d e fe c t  
of the  e x is t in g  s y s te m  w as the  e x is te n c e  of an  ab u n d an c e  of s h o r t ­
t e r m  a s s e t s  w hich  s e r v e d  a s  e f fe c t iv e  m o n ey  s u b s t i tu te s .  T h e r e ­
fo re ,  genu ine  m o n e ta r y  r e f o r m  w ould h av e  to  e l im in a te  s h o r t - t e r m  
len d in g  on  a w id e - s c a le  b a s i s .  N e c e s s a r y  to  a c h ie v e  th is  end would 
b e  the  s e p a r a t io n  of e x is t in g  c o m m e r c i a l  b an ks  in to  two d i s t in c t  
u n i ts :  (1) d e p o s i t  b anks  th a t  would be m e r e  w a r e h o u s e s  fo r  m o n ey  
d e p r iv e d  of any  p o w e r  to  c r e a t e  o r  d e s t r o y  e f fe c t iv e  m e d ia  by  a  100 
p e r  cen t  r e s e r v e  r e q u i r e m e n t ;  and  (2) len d ing  in s t i tu t io n s  w h ich  
w ould  be  in  the  fo r m  of an  in v e s tm e n t  t r u s t ,  o b ta in in g  th e i r  funds 
by  i s s u in g  s tock .
T he  r e s u l t s  f ro m  th e s e  r e f o r m s  would r e p r e s e n t  a  m a jo r  
s te p  to w a rd  the  e s t a b l i s h m e n t  of S im ons* " id e a l  f in a n c ia l  s y s te m .  " 
W ith lo a n a b le  funds  o b ta in ed  in  ex ch a n g e  fo r  eq u ity  i n s t r u m e n t s  
( r a t h e r  th a n  d e p o s i t s  c o n v e r t ib le  a t  d e m a n d  o r  upon  s h o r t  n o t ic e ) ,  
f lu c tu a t io n s  in  the  s to c k  of c i r c u la t in g  m e d ia  would no lo n g e r  be  
t ie d  to  the  v o lu m e  of s h o r t - t e r m  deb t. E x p a n s io n  o r  c o n t r a c t io n  in 
th e  v o lu m e  of lend ing  ( inc lud ing  s h o r t - t e r m  lend ing) w ould  le a v e  the  
s to c k  of m o n ey  un changed . T h e  p r i m a r y  c a u s e  of in s ta b i l i ty ,  in  
S im o n s '  v iew , w as a  s y s te m  w h e re b y  " . . . th e  s a m e  funds s e r v e
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a t  once  a s  i n v e s tm e n t  fu n d s  f o r  i n d u s t r y  and  t r a d e  an d  a s  th e  l iq u id  
c a s h  r e s e r v e s  of in d iv id u a ls .  " 73
T h e  S im o n s  p r o p o s a l  w ou ld  p la c e  p r i m a r y  l e n d e r s  in  the  
s a m e  p o s i t io n  a s  c o m m o n  s to c k h o ld e r s ,  u n a b le  to  c o n v e r t  in to  c a s h  
(and  th e r e b y  c a u s e  a  c o n t r a c t io n  of c i r c u la t in g  m e d ia )  e x c e p t  a s  th e  
m a r k e t  fo r  t h e i r  e q u i t i e s  w ould  a llo w .
T h e  in s t i t u t io n  of s u c h  a  s y s te m ,  in  S im ons*  v ie w , w ou ld  
h a v e  th e  e ffe c t  of f r e e i n g  b a n k s  ( lend in g  in s t i tu t io n s )  f r o m  th e  
" i l l u s io n  of l iq u id i ty "  w h ich  b in d s  th e m  u n d e r  th e  e x is t in g  s y s te m ,  
in  th e  m a in ,  to  a c q u i s i t io n  of s h o r t - t e r m  a s s e t s - - t h e  e s s e n t i a l  
c a u s e  of m o n e t a r y  i n s t a b i l i t y - - a n d  w ou ld  a l lo w  th e m  to r e s t r i c t  
t h e i r  in v e s tm e n t s  to  l o n g - t e r m  o b l ig a t io n s .  M o r e o v e r ,  th e  in a b i l i ty  
to  o b ta in  lo a n a b le  fu n d s  by  i s s u e  of d e m a n d  o r  s h o r t - t e r m  a s s e t s  
w ould , in  fa c t ,  f o r c e  b a n k s  to m e e t  t h e i r  d e m a n d s  f o r  c a s h  by  
i s s u in g  e q u i t i e s .
Should  the  r e f o r m e d  s y s te m  n o t  e n t i r e l y  e l im in a te  s h o r t ­
t e r m  lo a n s ,  a s  S im o n s  c o n c e d e d  p r o b a b le ,  i t  w ould  a t  l e a s t  p la c e  
s h o r t - t e r m  le n d in g  on th e  s a m e  b a s i s  a s  l o n g - t e r m  le n d in g  in s o f a r  
a s  i t s  i m p a c t  on  th e  s to c k  o f  m o n e y  i s  c o n c e rn e d .
Y et, i t  m u s t  b e  e m p h a s iz e d ,  100 p e r  c e n t  r e s e r v e  b an k in g  
w a s  b u t  th e  f i r s t  s t e p  in  th e  C h ic a g o  p la n  of m o n e t a r y  r e f o r m .  If  
s u c c e s s f u l  in  a c h ie v in g  a  r i g id  s e p a r a t io n  b e tw e e n  w a re h o u s in g  an d
73Ib id . , p. 38fn.
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t r a n s f e r r i n g  of fu n d s ,  on  th e  one  hand , and  the  m o b i l iz a t io n  of 
fu n d s  fo r  le n d in g  and  in v e s tm e n t  on th e  o th e r ,  th e  s t a te  co u ld  l im i t  
i t s  c o n t r o l  o v e r  f in a n c ia l  i n t e r m e d i a r i e s  to  o r d i n a r y  s a f e g u a r d s  
a g a i n s t  f r a u d ,  r a t h e r  th a n  th e  c o m p le x  r e g u la t i o n  and  s u p e r v i s io n  
now  n e c e s s a r y  r e g a r d i n g  b a n k s  b e c a u s e  of t h e i r  s p e c i a l  s t a tu s  
a m o n g  in s t i tu t io n s .
S u p p o r t in g  R e f o rm  M e a s u r e s .  In  a d d it io n  to 100 p e r  c e n t  
r e s e r v e  b an k in g , S im o n s  v ie w e d  a s  n e c e s s a r y  l e g a l  p r e s c r i p t i o n s  
th a t  w ould  n a r r o w ly  l im i t  th e  b o r ro w in g  p o w e r  o f c o r p o r a t io n s .
He a l s o  a c k n o w le d g e d  th e  p o s s ib i l i ty  th a t  l im i ta t io n s  on  f in an c in g  
v ia  op en  bo ok  an d  i n s t a l l m e n t  s a l e s  w ould be  n e c e s s a r y ,  s in c e  
t h e s e  m e a n s  of f in a n c in g  p e r m i t  c o rp o r a t io n s  to  o f fe r  s u b s t i tu t e s  
fo r  s h o r t - t e r m  b a n k  c r e d i t ,  t h e r e b y  n e g a t in g  to  a s u b s ta n t ia l  d e g r e e  
th e  a l l e g e d  b e n e f i t s  of 100 p e r  c e n t  r e s e r v e  b an k in g .
S im o n s  ju s t i f i e d  s u c h  sw ee p in g  c o n t r o l s  on  th e  g ro u n d s  th a t  
th e y  w ould  a p p ly  e s s e n t i a l l y  to  p o w e r s  of c o r p o r a t io n s  r a t h e r  th a n  
o th e r  f o r m s  of b u s i n e s s  e n t e r p r i s e :
If su c h  r e f o r m s  s e e m  f a n t a s t i c ,  i t  m a y  b e  p o in te d
o u t  th a t ,  in  p r a c t i c e ,  th e y  w ould  r e q u i r e  m e r e l y
^ S i m o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l i c y ,  11 
pp. 33 2 -333 fn .
7 5 Ib id . , p. 171.
7*>Ibid.
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d r a s t i c  l im i ta t io n s  upon  th e  p o w e rs  of c o r p o r a t io n s  
(w hich  i s  e m in e n t ly  d e s i r a b l e  on o th e r ,  and  e q u a l ly  
i m p o r ta n t ,  g ro u n d s  a s  w e ll) .  ^
100 P e r  C e n t  R e s e r v e  B an k in g  and  M o n e ta r y  P o l i c y
W ith  th e  in s t i tu t io n  of 100 p e r  c e n t  r e s e r v e  b a n k in g ,  a lo n g  
w ith  th e  o th e r  l im i ta t io n s  p la c e d  on s h o r t - t e r m  len d in g ,  th e  p o w e r  
to  i s s u e  and  c o n t r o l  the  v a lu e  of c i r c u la t in g  m e d ia  w ould  r e v e r t  to  
i t s  c o n s t i tu t io n a l ly  e x p l ic i t  b a s e - - t h e  F e d e r a l  g o v e rn m e n t .  W ith  
b a n k s  no  lo n g e r  in  a  p o s i t io n  to  i s s u e  m o n e y  s u b s t i t u t e s ,  th e  
v o lu m e  of c i r c u la t in g  m e d ia  w ould  b e  d i r e c t l y  c o n t r o l le d  by  the  
a c t io n s  o f  th e  m o n e ta r y  a u th o r i ty .
In i t ia l ly ,  S im o n s  ( l ik e  F i s h e r )  w ould  h a v e  the  c u r r e n c y  
( c r e d i t  of th e  F e d e r a l  R e s e r v e  s y s te m )  s u f f ic ie n t  to  i n i t i a t e  100 p e r  
c e n t  r e s e r v e  b an k in g  su p p l ie d  by  the  F e d e r a l  R e s e r v e  th ro u g h  p u r ­
c h a s e  of bank  a s s e t s .  I t  w a s  a s s u m e d  th a t  th is  w ould  h av e  th e  
e f fe c t  of e l im in a t in g  a  s u b s ta n t ia l  p o r t io n  of the  n a t io n a l  d eb t.  T h is  
a n t i c ip a te d  r e s u l t  w a s  b a s e d  upon  th e  a s s u m p t io n  th a t  th e  F e d e r a l  
R e s e r v e  would a c q u i r e  a  s u b s ta n t ia l  p a r t  of the  o u ts ta n d in g  d e b t  
d u r in g  th e  t r a n s i t i o n  to 100 p e r  c e n t  r e s e r v e s .  S in ce  th e  F e d e r a l
7^Ib id . T h e  fo re g o in g  is  c o n s i s t e n t  w ith  S im o n s '  b a s i c  
p h i lo s o p h y ,  in  w h ich  c o n c e n t r a t io n s  of e c o n o m ic  p o w e r  an d  in d i ­
v id u a l  l i b e r t y  w e r e  d e e m e d  m u tu a l ly  e x c lu s iv e .  T h e  c o r p o r a t e  
f o r m  o f  e n t e r p r i s e ,  w ith  i t s  i n h e r e n t  p o te n t ia l  fo r  p o w e r  c o n c e n ­
t r a t io n ,  w a s  v ie w e d  a s  d a n g e r o u s ,  a n d  l im i ta t io n s  t h e r e o n  w e r e  
c o n s id e r e d  d e s i r a b l e  fo r  t h e i r  own s a k e .
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R e s e r v e  i s  in  e f fe c t  a  g o v e r n m e n ta l  a g e n c y ,  the  i n t e r e s t  b u r d e n  of 
th e  d e b t  w ould  fo r  a l l  p r a c t i c a l  p u r p o s e s  b e  e l im in a te d .
T h e  e s t a b l i s h m e n t  of 100 p e r  c e n t  r e s e r v e  b ank ing  d o e s  n o t  
n e c e s s a r i l y  im p ly  an y  p a r t i c u l a r  m o n e t a r y  p o l ic y  and  m ig h t  s e r v e  
e q u a l ly  w e l l  a n y  n u m b e r  of p o l ic y  g o a ls .  R e g a r d l e s s  of the  p o l ic y  
a s s o c i a t e d  w ith  i t ,  100 p e r  c e n t  r e s e r v e  b a n k in g  w ould e l im in a te  the  
p e r v e r s e  e l a s t i c i t y  of m o n e y  in h e r e n t  in  a  f r a c t io n a l  r e s e r v e  b an k in g  
s y s te m .  In im p le m e n t in g  an y  p o l ic y  i t  w ould h a v e  two a d v a n ta g e s .  
F i r s t ,  th e  p u r c h a s e  o r  s a le  of s e c u r i t i e s  by  th e  m o n e t a r y  a u th o r i ty  
w ould  h a v e  a  o n e - to - o n e  e f fe c t  upon  the  m o n e y  su p p ly . T h e  p u r c h a s e  
of s e c u r i t i e s  by  th e  F e d e r a l  R e s e r v e  w ould  ad d  to  th e  s to c k  of m o n e y  
by  p r e c i s e l y  th e  e x a c t  a m o u n t  of the  s a le .  L ik e w is e ,  th e  e f fe c t  of a n  
op en  m a r k e t  s a le  w ould  h a v e  e q u a l  p r e c i s i o n .  F r o m  th is  fo llow s the  
se c o n d  a d v a n ta g e  o f 100 p e r  c e n t  r e s e r v e  b a n k in g - - t h e  s im p l i f i c a t io n  
of p o l ic y  im p le m e n ta t io n .
S im o n s  on M o n e ta ry  P o l i c y  b y  R u le s .  S im ons*  p o l ic y  
r e c o m m e n d a t io n s ,  to  be  e m p lo y e d  w ith in  h is  r e f o r m e d  m o n e ta r y  
f r a m e w o r k ,  w e r e  f i r s t  an d  f o r e m o s t  fo r  a  p o l ic y  b a s e d  upon  r u l e s  
r a t h e r  th a n  d e te r m in e d  by  d i s c r e t i o n a r y  a u th o r i t i e s .  In  A  P o s i t i v e
^ S i m o n s ,  A  P o s i t i v e  P r o g r a m  f o r  L a i s s e z  F a i r e ,  p. 23.
T h e  " d e b t  b u rd e n  e l im in a t io n  e f fe c t"  of F e d e r a l  R e s e r v e  a c q u i s i t io n  
of g o v e rn m e n t  s e c u r i t i e s  d u r in g  th e  t r a n s i t i o n  w ould  b e  n e g a te d  
sh o u ld  a  p o l ic y  of p a y in g  i n t e r e s t  on r e s e r v e s  b e  a d o p te d .  To the  
e x te n t  th a t  d e p r iv a t io n  of e a r n in g  a s s e t s  c a u s e d  b a n k s  to  i n c r e a s e  
s e r v i c e  c h a r g e s ,  th e  i n t e r e s t  b u r d e n  to  s o c ie ty  w ould  be  r e p l a c e d  by  
a  t a x  up on  o w n e r s  of d e m a n d  d e p o s i t s .
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P r o g r a m  fo r  L a i s s e z  F a i r e ,  S im o n s  s ta te d  th a t  h is  e n t i r e  s c h e m e  
fo r  m o n e ta r y  r e f o r m  is  p r e d i c a t e d  upon  a n  econo m y  w h e r e  the
. . r u l e s  of the  g a m e  a s  to m o n ey  a r e  d e f in i te ,  in te l l ig ib le ,  and  
in f le x ib le .  W ith r e g a r d  to s e le c t io n  of " th e  r u l e ,  " S im on s 
o f fe re d  th e s e  two " d o g m a t ic "  o b s e r v a t io n s :  F i r s t ,  th e  adop tion  of 
one r u l e  f r o m  am o n g  s e v e r a l  r u l e s  a d v a n c e d  by c o m p e te n t  s tu d e n ts  
i s  m o r e  im p o r ta n t  th a n  th e  ch o ic e  i t s e l f ;  and  seco n d , r i g id  s t a b i l i ­
za t io n  of exchange  r a t e s  on  o th e r  go ld  s ta n d a rd  n a t io n s  i s  . . to ­
ta l ly  in a d e q u a te  an d  u n d e s i r a b le  a s  a r u l e  of n a t io n a l  c u r r e n c y  
p o licy . "80
In " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  " S im ons  
e x p r e s s e d  h is  p r e f e r e n c e  fo r  c o n s ta n c y  of th e  m o n ey  supp ly  a s  the  
b e s t  r u le  of m o n e ta r y  p o licy . It w ould  avo id  r e l i a n c e  upon  d i s ­
c r e t io n a r y  a c t io n  by  an  in d e p e n d e n t  m o n e ta r y  a u th o r i ty  and  would 
p ro v id e  fo r  c l e a r l y  d e f in e d  s t a tu to r y  r u l e .  Second , i t  would p r o ­
v id e  fo r  dow nw ard  a d ju s tm e n t s  of c o m m o d i ty  p r i c e s  a s  o u tp u t e x ­
panded  th ro u g h  te c h n o lo g ic a l  a d v a n c e .  81 F in a l ly ,  and  u n d o u b ted ly  
the  m o s t  im p o r ta n t  in  S im o n s '  p h i lo so p h y , i t  h a s  the  a d v a n ta g e  of 
be ing  ", , . c l e a r  enough and  r e a s o n a b le  enough to p r o v id e  the
^ I b i d ,  t p. 24. 8Qlbid.
81Sim ons, " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  " 
pp. 163-164. T h is ,  of c o u r s e ,  i s  p r e d ic a te d  on the  a s s u m p t io n  
th a t  the  " r i g id i t i e s  w ith in  th e  p r i c e  s t r u c t u r e "  a r e  e l im in a te d .
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b a s i s  fo r  a  ' r e l i g i o n  of m o n e y ' a ro u n d  w h ich  m ig h t  b e  r e g im e n te d  
s t r o n g  s e n t im e n t s  a g a in s t  t a m p e r i n g  w ith  the  c u r r e n c y .  ” 8 ^
H o w e v e r ,  S im o n s  c o n c e d e d  th a t  w ith  a l l  i t s  m e r i t s ,  f ix i ty  
of th e  m o n e y  su p p ly  co u ld  no t b e  r e c o m m e n d e d  b e c a u s e  of the  
d a n g e r  of s h a r p  c h a n g e s  in  v e lo c i ty .  88  U l t im a te ly  h e  c o n c e d e d  th a t  
a  p o l ic y  o f p r i c e  l e v e l  s t a b i l i z a t io n ,  th ough  a  . p o o r  s y s te m ,  i t
i s ,  . . . in f in i t e ly  b e t t e r  th a n  no s y s te m  a t  a l l .  r'8 4  A  p o l ic y  of 
p r i c e  l e v e l  s t a b i l i z a t i o n ,  i f  b a s e d  upon  an  a d e q u a te  in d ex , w ould  
h a v e  the  a d v a n ta g e s ,  c o n s i s t e n t  w ith  S im o n s 1 l i b e r t a r i a n  p h i lo so p h y ,  
of d e f in in g  a  d e f in i te  l o n g - r u n  r u l e  an d  a t  th e  s a m e  t im e  p ro v id in g  
fo r  c h a n g e s  in  v e lo c i ty .  8^ T h e  m o n e t a r y  a u th o r i ty  o p e ra t in g  u n d e r  
s u c h  a  r u l e  w ould  h a v e  b u t  the  s im p le  t a s k  of a l t e r i n g  the  m o n e y  
su p p ly  w hen  th e  a g r e e d - u p o n  p r i c e  in d e x  v a r i e d  o u ts id e  th e  le g a l ly  
p r e s c r i b e d  t o l e r a b l e  l im i t s .  T h e  b e a u ty  of su c h  a n  a r r a n g e m e n t  to  
S im o n s  la y  in  th e  f a c t  th a t  th e  f u tu r e  c o u r s e  of m o n e ta r y  p o l ic y  
w ould  b e  know n to  a l l ,  th u s  e l im in a t in g  an y  u n c e r t a in ty  th a t  would 
e x i s t  w h e n e v e r  su c h  m a t t e r s  a r e  in  the  h an d s  of a n  in d e p e n d e n t  
a u th o r i ty .
S im o n s : S u m m a r y  a n d  C o n c lu s io n s
T h e  C h ic a g o  p h i lo so p h y ,  a s  p r e s e n t e d  by  S im o n s ,  w a s  b a s e d  
upon  two a s s u m p t io n s  f r o m  w h ic h  fo llo w  two s e p a r a t e  p o l ic y  conclusiana
8 ^Ib id . , p. 164. S-^Ibid.
8 4 Ib id . , p . 174. 8 5 Ib id . , p. 331fn.
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T h e  f i r s t  a s s u m p t io n  i s  th a t  w id e s p r e a d  s h o r t - t e r m  d e b t  m a k e s  
m o n e ta r y  s t a b i l i ty  v e r y  d if f ic u l t ,  i f  no t im p o s s ib l e  to a c h ie v e ,  fo r  
i t  m a k e s  p o s s ib le  w h o le s a le  a t t e m p t s  a t  l iq u id a t io n ,  t h e r e b y  c a u s in g  
a  c o n t r a c t io n  in  th e  s to c k  of m o n e y  an d  p r e c ip i t a t i n g  d e f la t io n .
D u r in g  th e  e x p a n s io n  p h a s e  of the  c y c le ,  th e  e x p a n s io n  of s h o r t - t e r m  
le n d in g  p r o v id e s  th e  m e a n s  to  th e  e q u a l ly  u n d e s i r a b l e  in f la t io n .  T h e  
p o l ic y  c o n c lu s io n  w h ic h  fo llo w s i s  to  r e s t r i c t  th e  v o lu m e  of s h o r t ­
t e r m  d e b t,  ta k in g  a w a y  c o m m e r c i a l  banks* p r i v i l e g e  of c r e a t in g  c i r ­
c u la t in g  m e d ia  by  r e q u i r i n g  th a t  th e y  m a in ta in  r e s e r v e s  e q u a l  to 100 
p e r  c e n t  of d e m a n d  d e p o s i t s .
T h e  se c o n d  a s s u m p t io n  i s  th a t  a  c o m p e t i t iv e  e c o n o m y  is  
b a s i c a l l y  s ta b le  o n ce  th e  r i g i d i t i e s  w ith in  the  p r i c e  s y s te m  a r e  
r e m o v e d .  H o w e v e r ,  t h i s  i n t r i n s i c  s t a b i l i ty  d e p e n d s  upon  a  h ig h  
d e g r e e  of c e r t a i n t y  a m o n g  th e  econom y*s p a r t i c i p a n t s  a b o u t  the  
" r u l e s  u n d e r  w h ich  th e  g a m e  i s  p la y e d .  " T h is  c e r t a i n t y  in c lu d e d ,  
in  S im ons* v iew , c e r t a i n t y  r e g a r d i n g  th e  b e h a v io r  of th e  m o n e y  
su p p ly . T h e r e f o r e ,  i t  fo l lo w s  th a t  m o n e ta r y  p o l ic y  sh o u ld  b e  b a s e d  
u p on  a  s im p le ,  d e f in i te  r u l e  so  t h a t  b u s i n e s s  d e c i s io n s  w ould  no t 
h a v e  to  b e  b a s e d  upon  p r e d i c t i o n s  a b o u t  w ha t th e  m o n e ta r y  a u th o r i t i e s  
m ig h t  do.®^
O n a  p u r e l y  t h e o r e t i c a l  b a s i s ,  100 p e r  c e n t  r e s e r v e  b an k in g  
i s  n o t  d e p e n d e n t  upon  a d o p tio n  of m o n e t a r y  p o l ic y  by  r u l e s  and ,
m o r e  c o m p r e h e n s iv e  t r e a t m e n t  of th e  " r u l e s  v e r s u s  
a u t h o r i t i e s "  q u e s t io n  w il l  be  p r e s e n t e d  in  C h a p te r  VL
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t h e r e f o r e ,  m a y  be  e v a lu a te d  on i t s  own m e r i t s .  L ik e w is e ,  the  
ad o p tio n  of a  r u l e  of m o n e ta r y  p o l ic y  d o e s  n o t  n e c e s s a r i l y  d e p en d  
upon  100 p e r  c e n t  r e s e r v e  baulking.
L a u c h l in  C u r r i e
T h e  t h i r d  of th e  m a j o r  100 p e r  c e n t  r e s e r v e  p r o p o s a l s  of 
th e  1930*3 to  b e  c o n s id e r e d  i s  th a t  of L a u c h l in  C u r r i e .  W hile  F i s h e r  
an d  S im o n s  w e r e  c o n c e rn e d  w ith  th e  a d v e r s e  e f f e c ts  of a  l a r g e  
v o lu m e  o f  s h o r t - t e r m  d e b t  on e c o n o m ic  s t a b i l i ty ,  C u r r i e ' s  p r i m a r y  
c o n c e rn  w a s  w ith  the  in s t i tu t io n a l  a r r a n g e m e n t s  th a t  m a d e  d i f f ic u l t  
th e  c o n t r o l  of th e  m o n e y  supp ly .
In h is  T h e  S upp ly  and  C o n t ro l  of M oney  in  th e  U n ited  S ta te s ,  
C u r r i e  c o n te n d e d  th a t  u n d e r  the  th en  e x i s te n t  in s t i t u t io n a l  a r r a n g e ­
m e n t s  ( c i r c a  1934), a u to m a t ic  f o r c e s  c a u s e d  th e  s to c k  to b e h a v e  in  
a  p r o - c y c l i c a l  f a s h io n .  F u r t h e r m o r e ,  th e s e  a u to m a t ic  f o r c e s  
", . . te n d  on th e  b a la n c e  to  o p e r a t e  a g a i n s t  th e  c u s to m a r y  c e n t r a l  
b a n k  p o l ic y ,  th u s  r e n d e r i n g  th e  t a s k  of c o n t r o l  m o r e  d i f f ic u l t .
In  a d d i t io n  to  th e  f o r c e s  w h ich  in d u c e  b a n k s  to  i n c r e a s e  
len d in g  d u r in g  the  u p sw ing  of the  c y c le  an d  d e c r e a s e  len d in g  d u r in g  
th e  dow nsw in g , a c c o r d in g  to  C u r r i e ,  th e  in s t i tu t io n a l  f r a m e w o r k
s tu d y  of th e  c r i t i c i s m s  of the  p la n  by  e c o n o m is ts  d u r in g  
th e  1930* s l e a d s  to  th e  t e n ta t iv e  c o n c lu s io n  th a t  on a  p o l ic y  le v e l ,  100 
p e r  c e n t  r e s e r v e  b an k in g  w ith o u t  r u l e s  m a y  b e  w ho lly  u n d e s i r a b l e .
F o r  a  f u r t h e r  d i s c u s s io n  of th is  q u e s t io n ,  s e e  C h a p te r  IV, pp. 84-117, 
an d  C h a p te r  VI, pp. 156-203.
®® Gurrie, c i t .  , p . 131.
74
c a u s e s  the  a v e r a g e  a g g r e g a te  r e q u i r e d  r e s e r v e  r a t i o  of th e  b a n k in g  
s y s te m  an d  th e  v o lu m e  of to ta l  r e s e r v e s  to f lu c tu a te  in  a  p r o - c y c l i c a l  
fa sh io n .
C u r r i e  id e n t i f ie d  t h r e e  f o r c e s  th a t  b r in g  a b o u t  an  a u to m a t i c  
e x p a n s io n  of the  m o n e y  su p p ly  d u r in g  th e  u p sw in g . F i r s t ,  b a n k s  
ten d  to  u t i l i z e  a  g r e a t e r  p r o p o r t io n  of t h e i r  e x c e s s  r e s e r v e s .  S eco n d , 
a v e r a g e  a g g r e g a t e  r e s e r v e  r e q u i r e m e n t s  a r e  a u to m a t i c a l l y  r e d u c e d .  
T h i r d ,  th e  v o lu m e  of to ta l  r e s e r v e s  i s  a u to m a t i c a l ly  i n c r e a s e d .  T h e  
f i r s t  f a c to r  i s  a  fu n c t io n  of banks*  e x p e c ta t io n s ,  i n c r e a s e s  in  a s s e t  
y ie ld s ,  a n d  i n c r e a s e d  a v a i la b i l i ty  of in v e s tm e n t  o u t le t s .  T h e  se c o n d  
a n d  th i r d  a r e  fu n c t io n s  of th e  in s t i tu t io n a l  a r r a n g e m e n t s  of b ank ing .
T h e  a u to m a t ic  d e c r e a s e  in  r e s e r v e  r e q u i r e m e n t s  i s  e x ­
p la in e d  b y  C u r r i e  a s  the  r e s u l t  of (1) th e  d i f f e r e n c e s  in  r e s e r v e  r e ­
q u i r e m e n t s  b o th  a m o n g  the  t h r e e  c l a s s e s  of F e d e r a l  R e s e r v e  m e m b e r  
b a n k s  an d  b e tw e e n  m e m b e r  a n d  n o n - m e m b e r  b a n k s ;  a n d  (2) th e  t e n ­
d e n c y  fo r  n e t  d e m a n d  d e p o s i t s  (upon w h ich  r e q u i r e d  r e s e r v e s  a r e  
c a lc u la te d )  to  d e c l in e  r e l a t i v e  to a d ju s te d  d e m a n d  d e p o s i t s .  T h e s e  
tw o f o r c e s  w i l l  b e  d i s c u s s e d  in  o r d e r .
D u r in g  th e  up sw in g  o f  th e  b u s i n e s s  c y c le ,  e x p la in e d  C u r r i e ,  
d e m a n d  d e p o s i t s  in  c o u n try  b a n k s  te n d  to i n c r e a s e  f a s t e r  th a n  th o s e  
in  r e s e r v e  c i ty  an d  c e n t r a l  r e s e r v e  c i ty  b a n k s .  W ith  m e m b e r  
c o u n try  b a n k s  h a v in g  lo w e r  r e s e r v e  r e q u i r e m e n t s ,  th e  e f f e c t  i s  to  
lo w e r  th e  a v e r a g e  a g g r e g a t e  r e q u i r e d  r e s e r v e  r a t i o  of m e m b e r  b a n k s .  
A  r e l a t i v e  i n c r e a s e  of d e m a n d  d e p o s i t s  in  n o n - m e m b e r  b a n k s  a l s o
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o c c u r s  d u r in g  th e  c y c l ic a l  u p sw in g . T h is  fo l lo w s  f r o m  th e  r e l a t i v e  
p r e d o m in a n c e  of n o n - m e m b e r  b a n k s  o u ts id e  of l a r g e  c i t i e s ,  and  
s in c e  n o n - m e m b e r  b a n k s  n o r m a l l y  h a v e  lo w e r  r e s e r v e  r e q u i r e m e n t s  
th a n  do  m e m b e r  b a n k s ,  th e  r e s u l t  i s  to  lo w e r  th e  a v e r a g e  a g g r e g a t e  
r e q u i r e d  r e s e r v e  r a t i o  fo r  the  e n t i r e  b an k in g  s y s te m .
T h e  t e n d e n c y  f o r  n e t  d e m a n d  d e p o s i t s  to  f a l l  r e l a t i v e  to  
a d ju s te d  d e m a n d  d e p o s i t s  w a s  c a u s e d  by  th e  d e f in i t io n  of th e  n e t  
d e m a n d  d e p o s i t s  in  e f f e c t  a t  th e  t im e  o f  C u r r i e ' s  in v e s t ig a t io n s  
( c i r c a  1934). U n d e r  the  la w s  th e n  in  e f fe c t ,  r e q u i r e d  r e s e r v e s  w e r e  
c a l c u l a t e d  a s  a  p e r c e n ta g e  of d e m a n d  d e p o s i t s  of in d iv id u a ls ,  b u s i ­
n e s s  f i r m s ,  e tc .  , a n d  g o v e r n m e n ta l  a g e n c ie s ,  p lu s  th e  e x c e s s  of 
i t e m s  due  to  o th e r  b a n k s  o v e r  i t e m s  du e  f r o m  o th e r  b a n k s .  H ow ­
e v e r ,  i t e m s  due f r o m  o th e r  b a n k s  c o u ld  be  s u b t r a c t e d  on ly  f r o m  
i t e m s  due  to  o th e r  b a n k s ,  so  th a t  a n  e x c e s s  o f  " d u e  f r o m "  i t e m s  
o v e r  "d u e  to "  i t e m s  h a d  no e f fe c t  on n e t  d e m a n d  d e p o s i t s .  T h is  w as 
th e  n o r m a l  c o n d it io n  of c o u n t r y  b a n k s ,  w h ile  b a n k s  in  l a r g e r  c i t i e s  
n o r m a l ly  had  a n  e x c e s s  of "d u e  to "  i t e m s  o v e r  "d u e  f r o m "  i t e m s .  
T h e r e f o r e ,  to  fo l lo w  C u r r i e ' s  e x a m p le ,  g iven  a  u n i f o rm  r e s e r v e  
r e q u i r e m e n t  (e . g. , t e n  p e r  cen t)  a m o n g  a l l  c l a s s e s  o f b a n k s ,  i f  a n
^ 9Ib id . t pp . 133-134.
9Ql b i d . , p . 71. I t e m s  " d u e  to  o th e r  b a n k s "  in c lu d e d  d e m a n d  
d e p o s i t s  o f c o r r e s p o n d e n t  b a n k s ,  an d  c a s h i e r s ,  t r e a s u r e r s ,  a n d  
c e r t i f i e d  c h e c k s  o u ts ta n d in g .  I t e m s  "d ue  f r o m  o th e r  b a n k s "  in c lu d e d  
c a s h  i t e m s  in  th e  p r o c e s s  of c o l le c t io n  an d  d e m a n d  b a la n c e s  of 
d o m e s t i c  b a n k s .
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a d d i t io n a l  p r i m a r y  d e p o s i t  of $100, 000 w e r e  m a d e  in  a  c o u n try  b a n k  
w h ic h  r e t a i n e d  $10 ,000  a s  r e q u i r e d  r e s e r v e s  an d  th e n  d e p o s i te d  
$90, 000 w ith  a  New Y o rk  b a n k  (w h ich  w ou ld  b e  r e q u i r e d  to  ho ld  
$9, 000 a s  r e q u i r e d  r e s e r v e s ) ,  the  t o ta l  of r e q u i r e d  r e s e r v e s  w ould 
b e  $19 ,000 , w h ile  on ly  the  o r ig in a l  $100 ,000  c o n s t i tu te d  m e a n s  of 
p a y m e n t .  T h e  e f fe c t iv e  r e q u i r e d  r a t i o  w ould  be  n in e te e n  p e r  c e n t  
of a d ju s te d  d e m a n d  d e p o s i t s  a s  o p p o se d  to  t e n  p e r  c e n t .  C o n s id e r in g  
o n ly  th e  e f fe c t  of the  $100, 000 p r i m a r y  d e p o s i t ,  th e  c h an g e  in  a g g r e ­
g a te  n e t  d e m a n d  d e p o s i t s  w ould  be  $190, 000, i. e. , $100, 000 in  th e  
c o u n try  b a n k  an d  $90, 000 in  th e  N ew  Y o rk  bank . 91 A g g r e g a te  a d ­
ju s t e d  ( g r o s s  d e m a n d  d e p o s i t s  e x c lu s iv e  of g o v e rn m e n t  an d  i n t e r ­
b a n k  d e p o s i t s )  d e m a n d  d e p o s i t s  w ould  b e  i n c r e a s e d  by on ly  $100, 000.
T h is  d e fe c t  w as  c o r r e c t e d  by  th e  B an k in g  A c t  of 1935 w hich , 
f o r  p u r p o s e s  of c o m p u tin g  r e q u i r e d  r e s e r v e s ,  c h a n g e d  th e  d e f in i t io n  
of n e t  d e m a n d  d e p o s i t s  to  to ta l  d e m a n d  d e p o s i t s  l e s s  c a s h  i t e m s  in  
th e  p r o c e s s  of c o l le c t io n  a n d  d e m a n d  b a la n c e s  w ith  d o m e s t i c  b a n k s .  
T h i s  h a s  had  th e  e f fe c t  of a l lo w in g  b a n k s  to  u s e  d e m a n d  b a la n c e s  a t  
o t h e r  b a n k s  to  o f f s e t  b o th  b a la n c e s  due  o th e r  b a n k s  an d  d e m a n d  
d e p o s i t s  of in d iv id u a ls ,  b u s i n e s s  f i r m s , e tc .  A s  a  r e s u l t  of the
91lbid. , pp . 71-72. T h e  c h a n g e s  in  n e t  d e m a n d  d e p o s i t s  
w ou ld  b e  a s  fo l lo w s:  C o u n t ry  b a n k , $100, 000 (d e m a n d  d e p o s i t s  of 
in d iv id u a ls ,  e t c . )  p lu s  0 ( i t e m s  due to o th e r  b an k s)  l e s s  $ 9 0 ,0 0 0  
e q u a ls  $100, 000 ( s in c e  "d u e  f r o m "  i t e m s  c a n  o n ly  b e  s u b t r a c t e d  f r o m  
" d u e  to "  i t e m s ) ;  N ew  Y o rk  b ank , 0 (d e p o s i ts  of in d iv id u a ls ,  e t c . )  
p lu s  $ 9 0 ,0 0 0  ( i t e m s  d ue  o th e r  b a n k s)  l e s s  0 ( i t e m s  due  f r o m  o th e r  
b a n k s)  e q u a ls  $90, 000.
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r e v i s e d  d e f in i t io n ,  n e t  d e m a n d  d e p o s i t s  a t  th e  c o u n try  b a n k  would , 
in  th e  a b o v e  e x a m p le ,  now  be  i n c r e a s e d  by  on ly  $10 ,000 , an d  the  
a g g r e g a t e  c h a n g e s  of b o th  n e t  d e m a n d  d e p o s i t s  an d  a d ju s te d  d e m a n d  
d e p o s i t s  w ould  b e  $100, 000.
D u r in g  th e  c y c l ic a l  u p sw in g , a c c o r d in g  to  C u r r i e ,  c o u n try  
b a n k s  te n d  to  d r a w  dow n t h e i r  d e p o s i t s  in  c e n t r a l  r e s e r v e  c i ty  b a n k s  
a s  a s s e t  y ie ld s  r i s e  r e l a t i v e  to  i n t e r e s t  r a t e s  p a id  on d e m a n d  d e ­
p o s i t s  in  N ew  Y o rk  b a n k s .  ^2 F o llo w in g  th e  e x a m p le  in  the  p r e c e d in g  
p a r a g r a p h ,  th e  co un try  b an k , by  d ra w in g  dow n i t s  d e p o s i t  f r o m  the  
N ew  Y o rk  b a n k , w ould  c a u s e  n e t  d e m a n d  d e p o s i t s  to  d e c l in e  by 
$90, 000, w h ile  a d ju s te d  d e m a n d  d e p o s i t s  r e m a in e d  u n c h an g e d .
U n le s s  th is  w e r e  o f f s e t  by  s o m e  o th e r  f o r c e ,  su c h  a s  an  i n c r e a s e  of 
c h e c k s  in  th e  p r o c e s s  of c o l le c t io n ,  th e  v o lu m e  of r e q u i r e d  r e s e r v e s  
w ou ld  d e c l in e  b y  $ 9 ,0 0 0 ,  i. e. , th e  a g g r e g a t e  a v e r a g e  r e q u i r e d  r e ­
s e r v e  r a t i o  would d e c l in e  by n in e  p e r  c en t .
In  a d d i t io n ,  t o t a l  r e s e r v e s  a r e  e x p an d e d  d u r in g  th e  c y c l ic a l  
u p sw in g  b e c a u s e  of t h r e e  f a c t o r s .  F i r s t ,  t h e r e  i s  an  i n c r e a s e  in  
F e d e r a l  R e s e r v e  f lo a t .  T h is  w ould  fo llow  f r o m  an  i n c r e a s e  in  th e  
v o lu m e  of c h e c k s  b e in g  c l e a r e d  b e tw e e n  F e d e r a l  R e s e r v e  d i s t r i c t s .  
S e c o n d , r i s i n g  i n t e r e s t  r a t e s  w ould  s e r v e  to  a t t r a c t  go ld  f r o m  
a b ro a d ,  th u s  i n c r e a s in g  th e  v o lu m e  of r e s e r v e s .  T h i r d ,  w h ile  
C u r r i e  a d m i t te d  th a t  th e  fo re g o in g  m ig h t  b e  o f f s e t  by  an  i n c r e a s e  in
92 ib id . , pp. 131-132. T h is  te n d e n c y  h a s  b e e n  m i t ig a t e d  b y  
th e  p r o h ib i t io n  a g a i n s t  p a y m e n t  of i n t e r e s t  on d e m a n d  d e p o s i t s .
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th e  pub lic*s  d e m a n d  fo r  c u r r e n c y ,  h e  c o n te n d e d  th a t  f a v o r a b le  e x p e c ­
ta t io n s  of b a n k e r s  w ould  lo w e r  t h e i r  a v e r s i o n  to  b e c o m in g  in d e b te d  
to  th e  F e d e r a l  R e s e r v e .  T h e r e f o r e ,  i n c r e a s e d  u s e  of the  d is c o u n tin g  
p r iv i l e g e  w ould  o f f s e t  th e  i n t e r n a l  c a s h  d r a in .  ^ 3
F o r  s o m e w h a t  s i m i l a r  r e a s o n s  to  th e  above , a u to m a t ic  
f o r c e s  a l s o  te n d  to  b r in g  a b o u t  a  c o n t r a c t io n  in  th e  m o n e y  su p p ly  
d u r in g  th e  dow nsw ing  of the  c y c le .  T h e s e  a u to m a t ic  f o r c e s  ten d  to  
c a u s e  a n  i n c r e a s e  in  th e  a g g r e g a t e  a v e r a g e  r e q u i r e d  r e s e r v e  r a t i o ,  an 
i n c r e a s e  in  th e  r e l a t i v e  v o lu m e  of e x c e s s  r e s e r v e s ,  an d  a  d e c r e a s e  
in  th e  v o lu m e  of to ta l  r e s e r v e s .  F i r s t ,  th e  te n d e n c y  of c o u n try  b a n k s  
to  b u i ld  up  th e i r  b a la n c e s  in  New Y o rk  b an k s  h a s  th e  e ffe c t  of in ­
c r e a s i n g  n e t  d e m a n d  d e p o s i t s  r e l a t i v e  to  a d ju s te d  d e m a n d  d e p o s i t s ,  
t h e r e b y  c a u s in g  an  i n c r e a s e  in  th e  a g g r e g a te  a v e r a g e  r e q u i r e d  r e ­
s e r v e  r a t i o .  T h e  h ig h e r  r e s e r v e  r e q u i r e m e n t s  of c e n t r a l  r e s e r v e  
c i ty  b a n k s  w ould  f u r t h e r  i n c r e a s e  th e  r e q u i r e d  r e s e r v e  r a t i o .  In  
a d d i t io n  to  th is  i n c r e a s e  in  in te r b a n k  d e p o s i t s ,  C u r r i e  a l s o  c i te d  th e  
r e l a t i v e  i n c r e a s e  in  in d iv id u a l  d e p o s i t s ,  p a r t i c u l a r l y  b y  l a r g e  c o r p o ­
r a t i o n s ,  in  N ew  Y o rk  b a n k s  d u r in g  the  c y c l ic a l  d o w n tu rn .  D u rin g  th e  
c y c l ic a l  u p tu r n ,  th i s  p r o c e s s  w ould  be  r e v e r s e d .  T h e  f in a l  f a c to r  
c a u s in g  a n  i n c r e a s e  in  th e  a g g r e g a t e  a v e r a g e  r e q u i r e d  r e s e r v e  r a t i o  
w as  th e  sh i f t  of d e p o s i t s  to  F e d e r a l  R e s e r v e  m e m b e r  b an k s  f ro m  
n o n - m e m b e r  b a n k s .  T h is  sh if t  w as  s e e n  a s  one a s p e c t  of th e  g e n e r a l
^ 3Ib id . , pp . 134-135.
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sh if t  of d e p o s i t s  a w a y  f r o m  c o u n try  b a n k s ,  p a r t l y  a s  a  r e s u l t  of f e a r s  
on th e  p a r t  of d e p o s i to r s  th a t  n o n - m e m b e r  b a n k s  m ig h t  p ro v e  l e s s  
s o lv e n t  th a n  m e m b e r  b a n k s  d u r in g  r e c e s s i o n s .  94
C u r r i e  v ie w e d  the  i n c r e a s e  in  the  r e l a t i v e  v o lu m e  of e x c e s s  
r e s e r v e s  d u r in g  c y c l i c a l  d o w n sw in g s  to  b e  the  r e s u l t  of a n  i n c r e a s e d  
d e s i r e  fo r  l iq u id i ty  on  the  p a r t  of b a n k s ,  e s p e c i a l l y  a s  b a n k  f a i l u r e s  
b e c o m e  w id e s p r e a d ,  and  a l s o  th e  r e s u l t  of a  d e c r e a s e  in  the  
a v a i la b i l i ty  of d e s i r a b l e  a s s e t s .  95 x h e  v o lu m e  of t o ta l  r e s e r v e s  
i s  r e d u c e d  d u r in g  th e  c y c l ic a l  d o w n tu rn  b y  go ld  o u tf lo w s , a  d e c r e a s e  
in  f lo a t ,  an d  b y  th e  i n c r e a s e d  a v e r s i o n  of b a n k s  to  b o r r o w  f r o m  the  
F e d e r a l  R e s e r v e .  96
C u r r i e ,  w h ile  c o n c e d in g  th a t  th e  in s t i tu t io n  of d e p o s i t  in ­
s u r a n c e  and  th e  p r o h ib i t io n  of p a y m e n t  of i n t e r e s t  on d e m a n d  d e p o s i t s  
w o u ld  m i t ig a t e  a g a i n s t  th e  p e r v e r s e  e l a s t i c i t y  of b a n k  m o n e y ,  v iew ed  
e l im in a t io n  of f r a c t io n a l  r e s e r v e  b an k in g  a s  n e c e s s a r y  fo r  e s t a b ­
l i s h in g  th e  id e a l  c o n d it io n s  of m o n e t a r y  c o n tro l .
C u r r i e * s  Id e a l  C o n d i t io n s  fo r  C o n t ro l  of th e  M oney  S u p p ly :
100 P e r  C e n t  R e s e r v e  B ank ing
In o r d e r  to  o v e rc o m e  th e  p e r v e r s e  e l a s t i c i t y  of m o n e y  and  
to  e s t a b l i s h  c o n d i t io n s  u n d e r  w h ic h  c o n t r o l  of th e  s to c k  of m o n e y  
m ig h t  b e  p e r f e c t e d ,  C u r r i e  o f f e r e d  a  so lu t io n  s i m i l a r  to  th a t  of
94 lb id . , pp. 135-136. 95Ib£d t pp> 126-129.
9 6 i b i d . , pp . 136-140.
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F i s h e r  a n d  S im o n s .  A l l  m o n ey , b o th  n o te s  an d  d e m a n d  d e p o s i t s ,  
w ou ld  be  i s s u e d  b y  th e  g o v e rn m e n t .  W hile  F i s h e r  a n d  S im o n s  a d v o ­
c a te d  r e q u i r in g  100 p e r  c e n t  r e s e r v e s  a g a i n s t  d e m a n d  d e p o s i t s ,
C u r r i e ,  in  o r d e r  to  a c h ie v e  th e  s a m e  end, a d v o c a te d  th a t  c h e c k in g  
a c c o u n ts  be  a d m i n i s t e r e d  b y  a n  a g e n c y  o f th e  F e d e r a l  g o v e rn m e n t .  9? 
T h is  w ould  r e q u i r e  th a t  a s s e t s  of b a n k s  b e  t r a n s f e r r e d  to  th e  c h e c k -  
a d m i n i s t e r i n g  a g e n c y  in  e x c h a n g e  fo r  th e  l a t t e r f s a s s u m p t io n  of th e  
d e m a n d  d e p o s i t  l i a b i l i t i e s .  H o w e v e r ,  C u r r i e  c a u t io n e d  th a t  i f  the  
g o v e rn m e n t  c h o s e  on ly  th e  b e s t  a s s e t s  of c o m m e r c i a l  b a n k s ,  t im e  
d e p o s i t s  m ig h t  b e  in a d e q u a te ly  s e c u r e d .  He s u g g e s te d  th a t  i t  w ould  
b e  M. . . the  b e s t  p o l ic y  fo r  th e  g o v e rn m e n t  to  b e  f a i r l y  l i b e r a l  in  
i t s  a s s u m p t io n  of a s s e t s .  . . . "98
U n d e r  th i s  s y s t e m ,  th e  g o v e r n m e n ta l  a g e n c y  w ould m e e t  
th e  pub lic*s  d e m a n d  fo r  c a s h  b y  i s s u in g  c u r r e n c y ,  w ith  th e  on ly  
e f f e c t  on the  v o lu m e  of m o n e y  b e in g  th e  c h an g e  in  i t s  c o m p o s i t io n .  99 
V a r i a t i o n s  in  th e  s to c k  of m o n e y  w ould  b e  e f fe c te d  v ia  p u r c h a s e  o r  
s a l e  of g o v e rn m e n t  s e c u r i t i e s  in  th e  s a m e  f a s h io n  a s  th a t  p ro p o s e d  
by  F i s h e r  an d  S im o n s .
C u r r i e ,  l ik e  S im o n s  and  F i s h e r ,  saw  th i s  p la n  a s  r e n d e r i n g  
th e  a d d i t io n a l  b e n e f i t  of r e d u c in g  th e  n a t io n a l  d e b t  a s  th e  g o v e rn m e n t
97Ib id . , p. 151.
98 jb id . , p. 153. T h is  s a m e  p o in t  w a s  m a d e  b y  A n g e l l ,
" T h e  100 P e r  C e n t  R e s e r v e  P l a n ,  "  pp. 11-13.
Q O
77C u r r i e ,  op. c i t . , p . 152.
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a c q u i r e d  a s s e t s  d u r in g  th e  t r a n s i t i o n .  F u r t h e r ,  C u r r i e  a n t ic ip a te d  
th a t  th e  g o v e rn m e n t  w ould  a c q u i r e  a s s e t s  o th e r  th a n  i t s  own d e b t  
i n s t r u m e n t s .  He r e c o m m e n d e d  th a t ,  a s  t h e s e  p r i v a t e  a s s e t s  
m a t u r e d ,  th e  p r o c e e d s  cou ld  b e  u s e d  fo r  th e  f u r th e r  l iq u id a t io n  of 
th e  n a t io n a l  d eb t.
A d v e r s e  E f fe c t s  of I m p le m e n ta t io n  an d  S u g g e s te d  A l t e r n a t iv e s
C u r r i e  r e c o g n iz e d  th a t  th e  e s t a b l i s h m e n t  of the  in s t i tu t io n a l  
r e f o r m  he  r e c o m m e n d e d  w ould  h a v e  th e  e f f e c t  of c u r t a i l in g  b ank  
e a r n in g s  an d  s u g g e s te d  t h r e e  a l t e r n a t iv e  m e th o d s  fo r  r e i m b u r s i n g  
th e  b a n k s .
F i r s t ,  he  s u g g e s te d  a  lu m p  su m  p a y m e n t  to  the  b a n k s ;  
s e c o n d ,  th a t  th e  g o v e rn m e n t  a g e n c y  a d m in i s t e r in g  th e  ch ec k in g  d e ­
p o s i t s  l e a s e  s p a c e  in  th e  e x is t in g  b a n k s  a t  r e n t a l s  su f f ic ie n t  to  m a i n ­
t a in  th e  b a n k s '  e a r n in g s  a t  t h e i r  o r ig in a l  le v e l .  T h e  t h i r d  a l t e r n a t i v e  
s u g g e s te d  by  C u r r i e  w a s  to  r e t a i n  th e  e x is t in g  o r g a n iz a t io n  of the  
F e d e r a l  R e s e r v e  S y s te m  a n d  h a v e  th e  c o m m e r c i a l  b a n k s  m a in ta in  
r e s e r v e s  of 100 p e r  c e n t  of d e m a n d  d e p o s i t s .  U n d e r  th i s  th i r d  a l ­
t e r n a t i v e ,  C u r r i e  a s s u m e d  th a t  b a n k s  cou ld  r e t a i n  t h e i r  e x is t in g  le v e l  
o f e a r n in g s  b y  i n c r e a s in g  t h e i r  s e r v i c e  c h a r g e s  to  c u s t o m e r s .
lOOLike F i s h e r  an d  S im o n s ,  C u r r i e  a p p a r e n t ly  d id  n o t  r e c o g ­
n iz e  th a t  th i s  w ou ld  n e g a te  th e  b e n e f i t s  of th e  " c a n c e l la t io n  of the  
n a t io n a l  d e b t"  th a t  w ould  r e s u l t  f r o m  g o v e r n m e n t 's  o r ig in a l  a c q u i ­
s i t io n  o f i t s  own d e b t  i n s t r u m e n t s  d u r in g  th e  t r a n s i t i o n a l  p e r io d .
^ C u r r i e ,  op. c i t .  , p. 154. T h e  th i r d  a l t e r n a t iv e  r e s t s  
up on  th e  a s s u m p t io n  th a t  th e  d e m a n d  fo r  d e m a n d  d e p o s i t s  i s
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C u r r i e ; S u m m a ry  an d  C o n c lu s io n s
T he  in te n d ed  r e s u l t  of C u r r i e ' s  p r o p o s a l ,  l ik e  th o se  of 
F i s h e r  and  S im o n s ,  w a s  to  d iv o r c e  the  v o lu m e  of d e m a n d  d e p o s i t s  
f r o m  s h o r t - t e r m  d e b t  and to  c a u s e  th e  b an k in g  in d u s t r y  to  p e r f o r m  
tw o d i s t in c t  fu n c t io n s ;  (1) w a re h o u s in g  and  t r a n s f e r r i n g  of fu n d s  f o r  
c u s t o m e r s ;  and  (2) s e r v in g  a s  i n t e r m e d i a r y  b e tw e e n  u l t im a te  l e n d e r s  
( s a v e r s )  and  b o r r o w e r s .  W ith  r e g a r d  to  the  l a t t e r  f u n c t io n ,  C u r r i e  
a r g u e d  th a t  r e s e r v e s  a g a in s t  t im e  an d  sa v in g s  d e p o s i t s  sho u ld  be  r e ­
d u c e d  to  z e r o .  H o w ev e r ,  he f e a r e d  th a t  t im e  d e p o s i t s  m ig h t  be  d e ­
v e lo p e d  a s  a  m e a n s  of p a y m e n t ,  e . g . ,  c h ec k in g  a g a in s t  t im e  d e p o s i t s .  
S ince  th is  w ould  r e s u l t  in  a  de f a c to  r e t u r n  of f r a c t i o n a l  r e s e r v e  
b a n k in g ,  C u r r i e  s u g g e s te d  t h a t  so m e  type  of l e g a l  p ro h ib i t io n s  
a g a i n s t  su c h  p r a c t i c e s  be e s t a b l i s h e d .  He w as n o t  sp e c i f ic  ab o u t  
th e  e x a c t  n a tu r e  of th e s e  l e g a l  s a f e g u a r d s .
C u r r i e ' s  r e f o r m  p r o p o s a l s  w e re  p r e d i c a t e d  upon the a s ­
su m p t io n  th a t  e c o n o m ic  s t a b i l i ty  c o u ld  b e  a c h ie v e d  if only the  s to c k  
of m o n ey  cou ld  be  c o n t r o l le d  w ith  p r e c i s i o n  and  c e r t a i n t y .  H is  v iew  
w as  th a t ,  w ith in  the  e x is t in g  in s t i tu t io n a l  f r a m e w o r k ,  the  t a s k  of 
c o n t r o l  w as  m a d e  d i f f ic u l t  b e c a u s e  of a u to m a t ic  f o r c e s  th a t  w o rk e d  
a g a in s t  a n t i - c y c l i c a l  m o n e t a r y  p o l ic y .  A m ong  the  t h r e e  p ro p o n e n ts
of u n i ta r y  e l a s t i c i t y  (o r  l e s s )  so  th a t  to ta l  r e v e n u e  f r o m  s e r v i c e  
c h a r g e s  w ould  n o t be  r e d u c e d .  As a l r e a d y  n o ted ,  the  i n c r e a s e  in  
s e r v i c e  c h a r g e s  w ould  be t a n ta m o u n t  to  sh if t in g  the  i n t e r e s t  b u r d e n  
of th e  d e b t  f r o m  ta x p a y e r s  to  o w n e rs  of d e m a n d  d e p o s i t s .
of 100 p e r  c e n t  r e s e r v e  b an k in g  c o n s id e r e d  in  th i s  c h a p te r ,  C u r r i e  
i s  th e  on ly  one who lo o ked  f a v o r a b ly  upon  d i s c r e t i o n a r y  m o n e ta r y  
p o lic y .
C H A P T E R  IV
CRITICISM S O F  T H E  100 P E R  C E N T  R E S E R V E  P L A N  
BY T H E  C O N T E M P O R A R IE S  O F  F IS H E R ,
SIM ONS, AND C U R R IE
S e v e r a l  of the  d e fe c t s  of f r a c t io n a l  r e s e r v e  b an k in g  th a t  100 
p e r  cen t  r e s e r v e  b an k in g  w a s  p u r p o r t e d  to  c u r e  w e re  c o r r e c t e d  by 
th e  p a s s a g e  of b an k in g  r e f o r m  l e g i s l a t i o n  in  1933 an d  1935. T h e  
p r o b le m  of d e p o s i t  l o s s e s  r e s u l t i n g  f r o m  r u n - in d u c e d  b an k  f a i l u r e s  
w a s ,  fo r  a l l  p r a c t i c a l  p u r p o s e s ,  so lv e d  by  th e  e s t a b l i s h m e n t  of th e  
F e d e r a l  D e p o s i t  I n s u r a n c e  C o r p o r a t io n .  T h e  p r o - c y c l i c a l  f lu c tu a t io n  
in  th e  a v e r a g e  a g g r e g a te  r e q u i r e d  r e s e r v e  r a t i o  th a t  w a s  in d u ce d  by  
in te r b a n k  s h i f t s  of d e p o s i t s  in  r e s p o n s e  to  i n t e r e s t  r a t e  c h a n g e s  w as  
m i t ig a te d  by the  p r o h ib i t io n  a g a in s t  p a y m e n t  of i n t e r e s t  on d e m a n d  
d e p o s i t s .  S h if ts  of d e p o s i t s  b e tw e e n  n o n - m e m b e r  b a n k s  and  m e m b e r  
b a n k s  of the  F e d e r a l  R e s e r v e  S y s te m ,  w h ich  a l s o  h a v e  a p r o - c y c l i c a l  
e f fe c t  upon the  a v e r a g e  a g g re g a te  r e q u i r e d  r e s e r v e  r a t i o ,  w ould  l i k e ­
w is e  be  m i t ig a te d  by  d e p o s i t  i n s u r a n c e ,  i. e. , i n s u r in g  d e p o s i t s  in  
n o n - m e m b e r  b a n k s  w ould  r e d u c e  th e  te n d e n c y  of t h e i r  d e p o s i to r s  to
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s h if t  d e p o s i ts  to m e m b e r  b an k s  w h e re  such  sh if t in g  w ould  h av e  o t h e r ­
w is e  r e s u l t e d  f r o m  do u b ts  abou t n o n - m e m b e r  b a n k s 1 so lv e n c y  d u r in g  
th e  c y c l ic a l  d o w n tu rn .  ^
W ith  th e s e  p r o b le m s  so lv e d ,  the  ju s t i f i c a t io n  of 100 p e r  
c e n t  r e s e r v e  bank ing  would h av e  to  r e s t  upon i t s  a b i l i ty  to  so lv e  the  
p ro b le m  of m o n e ta r y  i n s t a b i l i ty  m o r e  s a t i s f a c to r i l y  th an  cou ld  be  
a c c o m p l is h e d  u n d e r  the  t r a d i t i o n a l  s y s te m  of m o n e ta r y  c o n t r o l s ,  
w ith o u t  s im u l ta n e o u s ly  c a u s in g  an y  u n d e s i r a b le  s id e  e f fe c ts .  I t i s  
in  th is  a r e a  th a t  th e  m a jo r  c r i t i c i s m s  of 100 p e r  c e n t  r e s e r v e  
b an k ing  w e r e  d i r e c te d  in  the  1930*8.
A d v e r s e  E f fe c ts  of T r a n s i t io n  to 100 P e r  C en t  R e s e r v e s
S e v e r a l  e c o n o m is ts  e x p r e s s e d  c o n c e rn  o v e r  the  p o s s ib le  
u n d e s i r a b le  e f fe c ts  th a t  m ig h t  r e s u l t  f ro m  the  g e n e r a l ly  a d v o c a te d  
m e th o d  of in s t i tu t in g  th e  p lan . A s  o u t l in e d  abo ve , th e  m e th o d  w as 
th e  m o n e ta r y  a u th o r i ty * s  supp ly ing  the  n e c e s s a r y  r e s e r v e s  by  p u r ­
c h a s in g  g o v e rn m e n t  bo nds and  o th e r  a s s e t s  of c o m m e r c i a l  b a n k s .
T h is  w ould  r e s u l t  in  th e  d a n g e r  of d e p r iv in g  b a n k s ,  w h ich  w ould  be 
e s s e n t i a l l y  sa v in g s  and lo a n  in s t i tu t io n s ,  of the  a s s e t s  t r a d i t i o n a l ly
1-That r e f o r m  le g i s l a t io n  had  l a r g e ly  r e m o v e d  th e s e  d e fe c ts  
w a s  e s p e c ia l ly  n o ted  by  L a u c h l in  C u r r i e ,  T he  Supp ly  and  C o n tro l  of 
M oney  in  th e  U nited  S ta te s  (C a m b r id g e ,  M a s s .  : H a r v a r d  U n iv e rs i ty  
P r e s s ,  1934), pp. 163-183. S ee  S u p r a , pp . 76 and  79.
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h e ld  by  su c h  in s t i tu t io n s  an d  le a v in g  th e m  w ith  s h o r t - t e r m  c o m m e r ­
c ia l  p a p e r  an d  the  l e a s t  d e s i r a b l e  o f l o n g - t e r m  a s s e t s .  ^
I m p a i r m e n t  of T im e  and  S a v in g s  D e p o s i t s  and  D is ru p t io n  
of C a p i ta l  M a r k e t s
J a m e s  W. A n g e l l  p o in te d  ou t th a t  t im e  and  s a v in g s  d e p o s i t s  
w ould  be  s e c u r e d  by th e  l e a s t  d e s i r a b l e  a s s e t s ,  w h ich  w ould  in  tu r n  
c a u s e  b an k  c u s t o m e r s  to  f e a r  t im e  and  sa v in g s  d e p o s i t s  an d  sh if t  to 
d e m a n d  d e p o s i t s .  T h u s ,  c o m m e r c i a l  b an k s  w ould  b e  f o r c e d  to l iq u i ­
d a te  a s s e t s  in  o r d e r  to p a y  off su ch  d e p o s i to r s .  T h is ,  w a rn e d  A ngell, 
w ould  c a u s e  a d i s r u p t io n  of bo th  c a p i ta l  and  s h o r t - t e r m  c r e d i t  
m a r k e t s .  T h e  i n c r e a s e  in  d e m a n d  d e p o s i ts  w ould  n e c e s s i t a t e  s t i l l  
f u r t h e r  a c q u i s i t io n  of a s s e t s  by  th e  m o n e ta r y  a u th o r i ty  an d  f u r th e r  
i m p a i r m e n t  of t im e  and  s a v in g s  d e p o s i t s .  A n g e l l  c o n c lu d e d  th a t  th e  
p r o c e s s  w ould  end w ith  a  " ,  . . v ic io u s  s p i r a l  of e f f e c t s ,  t h a t  w ould  
c e a s e  only  w h en  a l l  c o m m e r c i a l - b a n k  t im e  an d  s a v in g s  d e p o s i t s  h ad  
d i s a p p e a r e d .
F r i t z  L e h m a n ,  w h ile  a g r e e in g  th a t  th is  i s  a  d if f ic u l ty  a s s o c i ­
a te d  w ith  th e  i n s t i tu t io n  of 100 p e r  c e n t  r e s e r v e s ,  a d m i t te d  th a t  i t  is  
bu t a  t e c h n ic a l  d i f f ic u l ty  th a t  cou ld  b e  so lv e d  b y  d e p o s i t  i n s u r a n c e ,
2 j a m e s  W. A n g e l l ,  "T h e  100 P e r  C en t R e  s e r v e  P la n ,  " 
Q u a r t e r l y  J o u r n a l  of E c o n o m ic s , L  (N o v e m b e r ,  1935), 1-35; F r i t z  
L e h m a n ,  "100% M oney , " S o c ia l  R e s e a r c h , III ( F e b r u a r y ,  1936),
3 6 -3 7 ;  D. T . J a c k ,  "R e v ie w  of I rv in g  F i s h e r ,  100% M o n e y , "
A m e r i c a n  E c o n o m ic  R e v ie w , X L V II (M a rc h ,  1936), 121-122; and  
C u r r i e ,  op. c i t .  , p. 153.
3 A n g e ll ,  op. c it .  , p. 12.
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w h ich  w ould  r e m o v e  th e  m o t iv e  fo r  c o n v e r s io n  o f  t im e  and  sa v in g s  
d e p o s i t s  in to  d e m a n d  d e p o s i ts .  ^ Yet to  i n s u r e  t im e  an d  sa v in g s  d e ­
p o s i t s ,  co n te n d ed  A l b e r t  G. H a r t ,  w ould  d e fe a t  th e  m a j o r  p u rp o s e  of 
100 p e r  c e n t  r e s e r v e  b an k in g .  ^ If i n s u r a n c e  of t im e  and  sa v in g s  
d e p o s i t s  r e m o v e d  th e  m o t iv e  fo r  t h e i r  o w n e r s  to  c o n v e r t  th e m  in to  
c a s h  o r  d e m a n d  d e p o s i t s ,  th e  b a n k s^  w ould  be  f r e e  to  a c q u i r e  s h o r t ­
t e r m  c o m m e r c i a l  a s s e t s ,  th u s  c r e a t in g  c o n d it io n s  th a t  b o th  S im o n s  
and  F i s h e r  c o n s id e r e d  in c o m p a t ib le  w ith  m o n e ta r y  s ta b i l i ty .  H ow ­
e v e r ,  an  e q u a l ly  co nv inc ing  c a s e  m a y  b e  m a d e  th a t  i n s u r a n c e  of t im e  
d e p o s i t s  m ig h t  f r e e  len d in g  in s t i tu t io n s  to  a c q u i r e  lo n g e r  t e r m  a s s e t s .
In  s u m m a r y ,  th e  t r a d i t i o n a l  m e th o d  of in s t i tu t in g  100 p e r  
c e n t  r e s e r v e s  w ould  le a v e  t im e  an d  s a v in g s  d e p o s i t s  in a d e q u a te ly  
s e c u r e d ,  thus  su b je c t in g  b a n k s  to  " r u n s "  on  th e s e  d e p o s i t s ,  and  a t  
th e  s a m e  t im e  in d u ce  th e  b a n k s  to  r e a r r a n g e  t h e i r  p o r t fo l io s  w ith  
d i s r u p t in g  e f fe c ts  upon  bo th  c a p i ta l  and  s h o r t - t e r m  m a r k e t s .
^ L e h m a n ,  op. c it .  , pp. 41-42.
^ A lb e r t  G. H a r t ,  " T h e  *Chicago P l a n 1 of B an k in g  R e f o r m — I," 
T h e  R e v ie w  of E c o n o m ic  S tu d ie s , II  ( F e b r u a r y ,  1935), 104-116, r e ­
p r in te d  in  A m e r i c a n  E c o n o m ic s  A s s o c ia t io n ,  R e a d in g s  in  M o n e ta ry  
T h e o r y ,  ed. F r i e d r i c h  A. L u tz  and  L lo y d  M in ts  (New Y ork: T he  
B la k is to n  C o m p an y , 1951), pp. 43 7 -4 5 6 . A ll  c i t a t io n s  r e f e r  to  
R e a d in g s  in  M o n e ta ry  T h e o ry .
^ T h e  t e r m  " b a n k s "  a s  u s e d  h e r e  r e f e r s  to th o s e  in s t i tu t io n s  
th a t  w ould  e x i s t  a f t e r  th e  e s t a b l i s h m e n t  of 100 p e r  c e n t  r e s e r v e  
b an k in g , i .  e . , in s t i tu t io n s  th a t  a c q u i r e  e a rn in g  a s s e t s  w ith  th e i r  
e x c e s s  r e s e r v e s  a g a i n s t  t im e  an d  sa v in g s  d e p o s i t s .
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A l te r n a t iv e  M ethod s  of T r a n s i t i o n . In  o r d e r  to  o v e rc o m e  
th e s e  p r o b le m s ,  s e v e r a l  a l t e r n a t i v e  m e th o d s  of t r a n s i t i o n  w e r e  
o f fe re d .  A n g e l l  s u g g e s te d  th a t  100 p e r  c e n t  r e s e r v e  b an k in g  m ig h t  
be  in s t i tu t e d  w ith  th e  l e a s t  d i s r u p t in g  e f fe c ts  i f  the  g o v e rn m e n t  m e r e ly  
lo a n e d  the  c o m m e r c i a l  b an k s  and  F e d e r a l  R e s e r v e  B an k s  the  n e c e s ­
s a r y  r e s e r v e s  in  ex ch an g e  fo r  a  g e n e r a l ,  n o n - i n t e r e s t - b e a r i n g  l ie n  
a g a i n s t  t h e i r  a s s e t s .  T h e  l ie n  w ould  b e  r e p a id  s lo w ly , if  a t  a l l .  7
A s  a  c o r o l l a r y  to  th i s ,  A n g e l l  s u g g e s te d  th a t  t im e  d e p o s i ts  
b e  c o n v e r te d  in to  n e g o tia b le ,  i n t e r e s t - b e a r i n g  t im e  o b l ig a t io n s  
m a tu r in g  s e r i a l ly .  T h e s e  o b l ig a t io n s  w ould  b e  b a c k e d  by  the  to ta l i ty  
of th e  banks* a s s e t s ,  th u s  r e m o v in g  th e  m o t iv e s  fo r  c o n v e r s io n  in to  
d e m a n d  d e p o s i t s .  In th e  e v e n t  th a t  th e  t im e  o b l ig a t io n  h o ld e r s  c h o se  
to  c o n v e r t  th e m  in to  d e m a n d  d e p o s i t s  o r  c u r r e n c y ,  th e  g o v e rn m e n t  
w ould  i s s u e  new  c u r r e n c y  fo r  th a t  p u r p o s e  a n d  the  g e n e r a l  l ie n  would 
be  i n c r e a s e d  a c c o rd in g ly .  ®
T h is ,  h o w e v e r ,  w ould  be  a c i r c u i to u s  w ay  of em p loy ing  the  
t r a n s i t i o n a l  m e th o d  s u g g e s te d  by  F r a n k  K n igh t, i. e. , th e  g o v e rn ­
m e n t 's  s im p ly  m a k in g  a  g if t of r e s e r v e s  to  th e  c o m m e r c i a l  b a n k s .  ^ 
O th e r  p r o p o s a l s  in c lu d e d  C u r r i e ' s  p l a n  fo r  a  g o v e rn m e n t  a g en c y  to
7 A n g e ll ,  op. c i t .  , p. 30.
^Ib id . , pp . 30-32 .
^ H a r t ,  o£. c i t .  , p . 449.
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a s s u m e  th e  fu n c t io n  of a d m i n i s t e r i n g  d e m a n d  d e p o s i t s ,  1® and 
B o s t r o m 1 s su g g e s t io n  th a t  d e m a n d  d e p o s i t s  b e  t r a n s f e r r e d  to  the  
p o s t  o ff ice ,  w ith  th e  b a n k s  r e t a in in g  t h e i r  a s s e t s  and  i s s u in g  d e b e n ­
t u r e s  to  th e  p o s t  o ff ice .  ^
U n d e r  th e  t r a n s i t i o n a l  m e th o d s  s u g g e s te d  b y  K n ig h t and  
A n g e ll ,  th e  e x is t in g  in s t i tu t io n a l  f r a m e w o r k  w ould  be  u n a l t e r e d  w ith  
r e g a r d  to  b o th  o r g a n iz a t io n  an d  a s s e t  h o ld in g s ;  th u s  th e  d a n g e r  of d i s ­
r u p t in g  p o r t f o l io - s h i f t in g  w ould  b e  e l im in a te d .  U nder  th e  p o s t  o ff ice  
su g g e s t io n ,  the  s a m e  w ould  be  t r u e  b u t w ith  so m e  fu n c t io n a l  a l t e r ­
a t io n s  be ing  r e q u i r e d .  U n der  each  of th e  a l t e r n a t iv e  p r o p o s a l s ,  the  
s to c k  of m o n ey  w ould  b e  d iv o r c e d  f r o m  th e  v o lu m e  of s h o r t - t e r m  d eb t.
R e d u c t io n  of B a n k  E a r n in g s
T h e  e s t a b l i s h m e n t  of 100 p e r  c e n t  r e s e r v e  b an k in g ,  r e g a r d ­
l e s s  of th e  te c h n iq u e  of t r a n s i t i o n ,  w ould  h av e  th e  e f fe c t  of r a i s i n g  th e  
c h a r g e s  f o r  a d m in i s t e r in g  c h ec k in g  a c c o u n ts .  U n d e r  the  m e th o d  of 
t r a n s i t i o n  s u g g e s te d  b y  F i s h e r  an d  S im o n s ,  s e r v i c e  c h a r g e s  w ould  
p ro b a b ly  r i s e  a s  r a p id ly  a s  the  r a t e  a t  w h ich  b a n k s  a r e  f o r c e d  to  g ive  
up e a rn in g  a s s e t s .  U n der  th e  K n ig h t a l t e r n a t i v e  a n d  th e  A n g e l l  a l ­
t e r n a t iv e ,  the  i n c r e a s e  w ould  be  g r a d u a l  an d  w ould  o c c u r  on ly  a s  d e ­
m a n d  d e p o s i t s  a r e  i n c r e a s e d  a f t e r  th e  s y s te m  h a s  b e e n  in s t i tu te d .
lO C u r r ie ,  op* c it .  , pp. 152-153. 
H a r t ,  op . c i t .  , pp. 43 7-441.
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The c r i t i c s  of 100 p e r  c e n t  r e s e r v e  b ank in g  p o in te d  out th a t  
th e  i n c r e a s e  in  s e r v i c e  c h a r g e s  w ould h ave  tw o im p o r t a n t  e f f e c t s .  
F i r s t ,  th e  i n c r e a s e  in  s e r v i c e  c h a r g e s ,  to  the  e x te n t  th a t  i t  is  n e c e s ­
s i t a t e d  by the  b a n k s '  l o s s  of g o v e rn m e n t  s e c u r i t i e s ,  w ould  s h i f t  th e  
b u r d e n  of th e  p u b lic  d e b t  to  o w n e rs  of d e m a n d  d e p o s i t s ; ! ^  and  se co n d , 
the  i n c r e a s e  in  s e r v i c e  c h a r g e s  w ould  e n c o u ra g e  the  d e v e lo p m e n t  of 
a l t e r n a t iv e  m e a n s  of p a y m e n t  and  th u s  d e fe a t  the  p u rp o s e  of 100 p e r  
c e n t  r e s e r v e  banking. 13
The e s s e n c e  of the  c r i t i c i s m s  on th i s  p o in t  is  th a t  i n c r e a s e d  
s e r v i c e  c h a r g e s  w ould r e s u l t  in  b u s i n e s s e s '  and  in d iv id u a ls '  se e k in g  
o th e r  m e a n s  of p a y m e n t  ( inc lud ing  a t t e m p t s  to  m a k e  t im e  d e p o s i t s  
s e r v e  a s  a  m e a n s  of p a y m e n t) .  Should th i s  o c c u r ,  th e  p e r v e r s e  
e l a s t i c i t y  th a t  100 p e r  c e n t  r e s e r v e  b an k in g  w as  p u r p o r t e d  to  c o r r e c t  
w ould  r e t u r n ,  p o s s ib ly  in  a  l e s s  m a n a g e a b le  f o r m .  F i s h e r  no  doub t 
had  th is  c o n tin g e n c y  in  m in d  w hen  he in c lu d e d  in  h is  p r o p o s a l  fo r  
r e f o r m  le g i s l a t i o n  p r o h ib i t io n s  a g a in s t  " c h e c k in g  a g a in s t  s a v in g s  
a c c o u n ts ,  "14 an d  l ik e w is e  S im o n s ,  w hen  he s u g g e s te d  th a t  n a r r o w
12I b i d . , pp . 4 4 8 -4 5 4 ;  A n g e l l ,  op. c i t . , pp . 15-16; B e n ja m in  
H ig g in s ,  'C o m m e n ts  on 100 P e r  C e n t  R e s e r v e  M oney, " A m e r i c a n  
E c o n o m ic  R ev iew , XXXI (M a rc h ,  1941), 93; and  L e h m a n ,  op. c i t . , 
p . 43 .
^ H a r r y  G u n n iso n  B ro w n , "O b je c t io n s  to  the  100 P e r  C en t 
R e s e r v e  P la n ,  " A m e r i c a n  E c o n o m ic  R ev ie w , XXX (Ju n e ,  1940), 308 -  
314; A n g e ll ,  op. c i t .  , pp . 15-16; L e h m a n ,  op. c i t .  , p . 43; and  
H ig g in s ,  op. c i t .  , p. 93.
l^ I r v in g  F i s h e r ,  100% M oney (New Y ork : T he A d e lp h i  C o m ­
pany , 1934), p. 22,
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l im i ta t io n s  b e  p la c e d  on the  b o r ro w in g  p o w e r  of c o r p o r a t io n s ,  and  
p o s s ib ly  on f in an c in g  v ia  o pen  book  and  in s t a l l m e n t  s a l e s .  ^
W hile  a m a j o r i t y  of th e  c r i t i c s  v ie w e d  the  i n c r e a s e d  s e r v i c e  
c h a r g e s  a s  m e r e l y  a  sh if t in g  of th e  i n t e r e s t  b u r d e n  of th e  p u b l ic  deb t 
to  h o ld e r s  of d e m a n d  d e p o s i t s ,  H a r t  v iew ed  the  e n t i r e  r e a l m  of 
e a rn in g  a s s e t  l o s s e s  a s  a  ta x  f a l l in g  " . . . w ith  c o n f i s c a to r y  f o r c e  
on the  equ ity  of b a n k  s to c k h o ld e r s  a n d  ev en  on  sa v in g s  d e p o s i to r s .
T h e  ta x  would  e q u a l  the  e a r n in g s  on a s s e t s  b a n k s  w e r e  f o r c e d  to s e l l  
in  o r d e r  to  a c q u i r e  100 p*er c e n t  r e s e r v e s .  T h is  t a x  cou ld  b e  sh if ted  
b y  re d u c in g  m in o r  s e r v i c e s  to  d e p o s i to r s  and  by  r a i s i n g  s e r v i c e  
c h a r g e s .  ^  H o w e v e r ,  th e  d e g re e  to w h ich  th e  in c id e n c e  of the  ta x  
w ould  r e m a i n  w ith  b an k  s to c k h o ld e r s  w ould  d ep en d  upon  th e  e x te n t  
to  w h ich  th e  e l a s t i c i ty  of d e m a n d  fo r  d e m a n d  d e p o s i t s  i s  g r e a t e r  th an  
u n i ta r y .
U n d e r  th e  F i s h e r - S i m o n s  m e th o d  of t r a n s i t i o n ,  a  s e c o n d  
p o s s ib le  p r o b le m  w as  p o in te d  ou t by  the  c r i t i c s  of th e  p lan .  Should  
th e  v o lu m e  of g o v e rn m e n t  s e c u r i t i e s  o u ts ta n d in g  b e  l e s s  th a n  the  
v o lu m e  of d e m a n d  d e p o s i t s  a t  th e  t im e  of t r a n s i t i o n ,  the  g o v e rn m e n t  
w ould  b e  r e q u i r e d  to p u r c h a s e  p r i v a t e l y  i s s u e d  a s s e t s .  A n g e l l  f e a r e d
^ H e n r y  C. S im o n s ,  " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  
P o l i c y ,  "  in  h is  E c o n o m ic  P o l i c y  fo r  a  F r e e  S o c ie ty  {C hicago: T h e  
U n iv e r s i ty  o f C h ica g o  P r e s s ,  1948), p. 171.
^ H a r t ,  op. c i t . , p. 453. 17Ib id .
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th a t  " , . . c o n tin u o u s  a n d  l a r g e  in v e s tm e n t  b y  a  g o v e rn m e n t  body  in 
p r i v a t e  b u s i n e s s ,  . . . w i l l  l e a d  to  c h a r g e s  of d i s c r im i n a t io n  and  
m a n ip u la t io n ;  an d  . . . p o l i t i c a l  p r e s s u r e  and  o u t r ig h t  a b u s e  w ill  d e ­
v e lo p .  . . , "1®
B oth  F i s h e r  an d  S im o n s  in te n d e d ,  h o w e v e r ,  t h a t  su c h  a s s e t s  
w ould , in  an y  e v en t ,  be  h e ld  to  m a tu r i t y ,  and  th e  p r o c e e d s  u s e d  to 
f u r t h e r  r e d u c e  th e  n a t io n a l  d eb t. U n d e r  th e s e  c i r c u m s t a n c e s  an y  
d a n g e r s ,  p o l i t i c a l  o r  e c o n o m ic ,  would a p p e a r  to  b e  r e m o t e ,  and  
A n g e l l ’s c r i t i c i s m  w ould  b e  in v a l id .
In  s u m m a r y ,  w h i le  m a n y  e c o n o m is t s  lo o k ed  f a v o r a b ly  upon 
100 p e r  c e n t  r e s e r v e  b an k in g ,  p a r t i c u l a r l y  w ith  r e g a r d  to  i t s  
d iv o rc in g  th e  su p p ly  of c i r c u la t in g  m e d ia  f r o m  the  v o lu m e  of s h o r t ­
t e r m  d e b t,  th e y  f e a r e d  th a t  th e  d i s r u p t in g  e f fe c ts  of th e  s t a n d a r d  
m e th o d  of im p le m e n ta t io n  w ould  b e  too g r e a t  a  p r i c e  to  pay . T h e r e ­
f o r e ,  a l t e r n a t i v e  t e c h n iq u e s  of im p le m e n ta t io n  w e r e  s u g g e s te d  th a t  
w ould  m in im iz e  th e  n e e d  fo r  d i s ru p t in g  in s t i tu t io n a l  c h a n g e s ,  but 
w ould  a t  th e  s a m e  t im e  r e t a i n  th e  a l l e g e d  a d v a n ta g e s  of 100 p e r  c e n t  
r e s e r v e  b ank in g . If th e  g o v e rn m e n t  m a d e  an  o u t r ig h t  g if t  o f r e s e r v e s
■^Angell, op. c it .  , p. 13. W hile  a  c a s e  m a y  p e r h a p s  be 
m a d e  a g a in s t  g o v e rn m e n t  a c q u i s i t io n  o f  n o n - g o v e r n m e n t  a s s e t s  on 
p o l i t i c a l  g ro u n d s ,  th e  d i f f e r e n c e  b e tw e e n  su c h  a c q u i s i t io n  a n d  th e  
r e d i s c o u n t in g  p r iv i l e g e  i s  n e g l ig ib le  i n s o f a r  a s  p o l i t i c a l  c o n t r o l  of 
p r i v a t e  e n t e r p r i s e s  i s  c o n c e rn e d .  T h e  o n ly  p o s s ib i l i ty  of " g o v e r n ­
m e n t  in te r v e n t io n "  w ould  b e  a s s o c i a t e d  w ith  g o v e rn m e n t  a c q u is i t io n  
of e q u ity  c l a im s  of p r i v a t e  c o r p o r a t io n s ,  and  th is  ty p e  of a s s e t  i s  
n o t  o r d i n a r i l y  to  be  found a m o n g  b a n k  a s s e t s .
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to  c o m m e r c i a l  b a n k s ,  o r  le n t  th e m  r e s e r v e s  on t e r m s  so  l i b e r a l  a s  
to  b e  ta n ta m o u n t  to  a  g if t,  th e n  the  t r a n s i t i o n  m ig h t  ta k e  p la c e  w ith o u t  
d i s r u p t in g  e f fe c ts  in  the  c a p i ta l  an d  s h o r t - t e r m  m a r k e t s .  T h e  r e ­
te n t io n  of e a rn in g  a s s e t s  w ould  a l lo w  b a n k s  to c o n tin u e  o p e ra t in g  a s  
th ey  d id  b e fo r e ,  w ith  one m a jo r  e x c e p tio n ,  i. e. , th ey  w ould  n o t  b e  
a b le  to a c q u i r e  new  e a rn in g  a s s e t s  e x c e p t  a s  o ld  a s s e t s  m a tu r e d .
E v e n  u n d e r  su c h  l i b e r a l  t e r m s  a s  t h e s e ,  the  u p w a rd  p r e s s u r e  on 
s e r v i c e  c h a r g e s  w ould  no t be  e l im in a te d ,  b u t  m e r e l y  d e la y ed .
A s s u m in g  a  p o l ic y  of p r i c e  s t a b i l i ty  i s  p u r s u e d ,  th e  m o n e ­
t a r y  a u th o r i ty  w ould  h av e  to  i n c r e a s e  the  s to c k  of m o n e y  a t  a  r a t e  
e q u a l  to  i n c r e a s e s  in  p ro d u c t iv i ty  an d  p o p u la t io n ,  g iv en  a  c o n s ta n t  
v e lo c i ty .  T h e  c o s t  of a d m in i s t e r in g  th e  i n c r e a s e  in  d e m a n d  d e p o s i t s  
cou ld  n o t  b e  o f f s e t  b y  b a n k s '  i n c r e a s in g  t h e i r  h o ld in g s  of e a rn in g  
a s s e t s .  T h u s  s e r v i c e  c h a r g e s  w ould  b e  s u b je c te d  to  u p w a rd  
p r e s s u r e ,  an d  th e  p r o p e n s i ty  of d e m a n d  d e p o s i t  h o ld e r s  to s e e k  o th e r  
m e a n s  of m a k in g  p a y m e n ts  w ould  i n c r e a s e .  T h e  only  w ay  th is  cou ld  
be  a v o id e d  w ould  b e  a  d i r e c t  s u b s id y  to  b a n k s  fo r  a d m in i s t e r in g  
c h ec k in g  a c c o u n ts .
S u b s id iz a t io n  of D e m a n d  D e p o s i t  A d m i n i s t r a t i o n . U nder 
A ngell*s  a l t e r n a t iv e ,  the  s u b s id y  w ould  ta k e  the  f o r m  of a l lo w in g  
ban k s  to  r e t a i n  t h e i r  e a rn in g  a s s e t s .  In o r d e r  th a t  th e  s u b s id y  be 
d i s t r i b u t e d  a m o n g  b a n k s  a c c o rd in g  to  the  v o lu m e  of d e m a n d  d e p o s i t s  
a d m i n i s t e r e d ,  A n g e l l  r e c o m m e n d e d  th a t  e a c h  b an k  pay  in to  a  c o m m o n
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p o o l  a  p r o p o r t io n  of i t s  e a r n in g s  e q u a l  to t h a t  b a n k 's  p r o p o r t io n  of 
th e  o r ig in a l  U n ited  S ta te s  g o v e rn m e n t  l ie n .  ^9 E a c h  b an k  w ould  r e ­
c e iv e  f r o m  th e  p oo l a n  a m o u n t  e q u a l  to th e  p r o p o r t io n  of to ta l  d e m a n d  
d e p o s i t s  a d m i n i s t e r e d  d u r in g  th e  p r e c e d in g  y e a r .  ^0 H a r t  m a d e  a 
s i m i l a r  p r o p o s a l .  F r i t z  L e h m a n  s u g g e s te d  fo u r  p o s s ib l e  b a s e s  
fo r  su b s id iz in g  th e  a d m i n i s t r a t i o n  of d e m a n d  d e p o s i ts :  (1) a v e r a g e  
n u m b e r  of a c c o u n ts ,  (2) a v e r a g e  su m  of d e p o s i t s ,  (3) to ta l  t u r n o v e r  
of d e m a n d  d e p o s i t s ,  and  (4) s u m  to ta l  of in d iv id u a l  t r a n s a c t i o n s .  He 
f e l t  th e  l a s t  s u g g e s t io n  p r e f e r a b l e ,  fo r  i t  w ould  p r o v id e  in c e n t iv e  fo r  
b a n k s  to k e e p  c o s t s  b e lo w  th e  a m o u n t  of th e  su b s id y .  ^2
If i t  be  ju d g e d  th a t  s u b s id iz a t io n  of b a n k s  i s  n e c e s s a r y  to  
r e t a i n  d e m a n d  d e p o s i t s  a s  a  m e a n s  of p a y m e n t ,  th e n  p e r h a p s  i t  i s  
a l s o  d e s i r a b l e  to  s u b s id iz e  on th e  b a s i s  of e a c h  b a n k 's  c o n t r ib u t io n  
(i. e. , n u m b e r  of t r a n s a c t i o n s ,  v o lu m e  of d e p o s i t s ,  e t c . ). T he  
v a r i o u s  r e c o m m e n d a t io n s  w e r e  d e s ig n e d  to  a c h ie v e  a  d e g r e e  of e q u ity  
am o n g  th o s e  b a n k s  s u b s id iz e d .  T he  r e c o m m e n d a t io n  th a t  b a n k s  be  
s u b s id iz e d  v ia  p a y m e n t  of i n t e r e s t  on r e s e r v e s  d e p o s i te d  w ith  th e
l ^ F o r  e x a m p le ,  i f  the  U n ited  S ta te s  l i e n  a g a in s t  th e  a s s e t s  
of B a n k  X e q u a le d  one p e r  c e n t  of the  to ta l  U n ited  S ta te s  l i e n s  a g a i n s t  
a l l  b a n k s ,  th e n  B an k  X w ould  c o n t r ib u te  one p e r  c e n t  of i t s  e a r n in g s  
in to  th e  c o m m o n  pool.
^^A n g e ll ,  _og. c it .  , p. 33.
21H a r t ,  o£. c i t .  , p. 454.
^ L e h m a n ,  op. c i t .  , p . 43.
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F e d e r a l  R e s e r v e  B a n k ^  c a n  m a k e  no c la im  to su c h  eq u ity ;  i t  h a s  
th e  c o m p e n s a t in g  q u a l i ty  o f  s im p l i c i t y  of a d m i n i s t r a t io n .  If i t  be  
g r a n t e d  th a t  the  c o s t  of a d m i n i s t e r i n g  a  s u b s id y  sh o u ld  b e  m in im iz e d ,  
th en  p e r h a p s  p a y m e n t  of i n t e r e s t  on r e s e r v e s  i s  d e s i r a b l e  b e c a u s e  i t  
w ou ld  p r o b a b ly  b e  l e s s  e x p e n s iv e  th a n  th e  m o r e  c o m p le x  a l t e r n a t i v e s  
s u g g e s te d .
A m o n g  the  c r i t i c i s m s  of 100 p e r  c e n t  r e s e r v e  b a n k in g ,  th o s e  
c o n c e rn e d  w ith  th e  p r o b l e m s  of t r a n s i t i o n  m u s t  b e  c o n s id e r e d  a m o n g  
th e  m o s t  v a l id .  T h e  c r i t i c i s m s  and  s u g g e s te d  a l t e r n a t i v e s  d i s c u s s e d  
a b o v e  s e r v e  to  s t r e n g th e n  th e  100 p e r  c e n t  r e s e r v e  p lan .  H o w e v e r ,  
the  c r u c i a l  t e s t  o f 100 p e r  c e n t  r e s e r v e  b an k in g  i s  w h e th e r  i t  cou ld  
p r o v id e  fo r  a m o r e  e f fe c t iv e  m o n e t a r y  p o l ic y  th a n  the  f r a c t io n a l  r e ­
s e r v e  s y s t e m .  T he  r e s p o n s e  to  th e  p la n s  of S im o n s ,  F i s h e r ,  e t  a l .  , 
by  t h e i r  c o n t e m p o r a r i e s  w i l l  b e  t r e a t e d  in  th e  fo llo w in g  s e c t io n .
100 P e r  C e n t  R e s e r v e  B an k in g  an d  M o n e ta r y  S ta b i l i ty
T h e  m o s t  v a l id  c r i t i c i s m s  of 100 p e r  c e n t  r e s e r v e  b an k in g  
d u r in g  th e  d e c a d e  of the  1930*s w e r e  c e n t e r e d  a ro u n d ,  f i r s t ,  a d v e r s e  
t r a n s i t i o n a l  e f f e c t s ,  an d  s e c o n d ,  th e  p l a n ’s c la im  to p r o m o te  m o n e ­
t a r y  s t a b i l i ty .  B o th  S im o n s  a n d  F i s h e r  r e g a r d e d  th e  e x is te n c e  of a  
l a r g e  v o lu m e  of s h o r t - t e r m  d e b t  a s  the  c h ie f  c a u s e  of i n s t a b i l i t y  and
^ F i s h e r ,  100% M o n e y , pp. 156-159; L e h m a n ,  op. c i t . , 
p. 42; a n d  R i c h a r d  L e s t e r ,  ’’C h e c k -B o o k  In f la t io n ,  " A m e r i c a n  
S c h o la r ,  IV (1935), 39.
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a s s u m e d  th a t  100 p e r  c e n t  r e s e r v e s  a g a i n s t  d e m a n d  d e p o s i t s  w ould  
c o n t r ib u te  to  le n g th e n in g  th e  d e b t  s t r u c t u r e ,  g iven  th e  in s t i tu t io n  of 
l e g a l  s a f e g u a r d s  a g a i n s t  th e  a d o p tio n  of o th e r  m e th o d s  of p a y m e n t  a s  
a  m e a n s  of c i r c u m v e n t io n .
If, h o w e v e r ,  100 p e r  c e n t  r e s e r v e  b a n k in g  fa i le d  to  r e d u c e  
th e  r e l a t i v e  p r o p o r t io n  of s h o r t - t e r m  d e b t,  c r e d i t  c o n t r a c t io n s  cou ld  
o c c u r  in  r e s p o n s e  to  a d v e r s e  e x p e c ta t io n s  of b u s in e s s m e n ,  d e p o s i ­
t o r s ,  o r  le n d in g  in s t i tu t io n s .  R o l l in  T h o m a s  p o in te d  out th a t ,  d u r in g  
th e  c y c l ic a l  d o w n tu rn ,  t h e r e  w ou ld  b e  a  r e d u c t io n  o f  the  " e f f e c t iv e  
m o n e y  supp ly . T h is  w ould  o c c u r  a s  b u s i n e s s e s  (1) r e d u c e  i n ­
d e b te d n e s s ,  and  (2) r e d u c e  t h e i r  i n v e n to r i e s  in  the  f a c e  of d e c l in in g  
p r i c e s  and  a c c u m u la te  id le  b a la n c e s .  A t the  s a m e  t im e ,  co n tin u ed  
T h o m a s ,  le n d in g  in s t i tu t io n s  w ould  s e e k  to l iq u id a te  t h e i r  a s s e t  
h o ld in g s  in  a n  e f f o r t  to  i n c r e a s e  t h e i r  l iq u id i ty  p o s i t io n .  T h e  f o r e ­
going co u ld  be  a c c o m p a n ie d  b y  l a r g e - s c a l e  c o n v e r s io n s  of t im e
^ S u p ra ,  pp. 4 0 -4 4  and  5 7 -6 3 .
^ R o l l i n  G. T h o m a s ,  "100% M o n e y - - th e  P r e s e n t  S ta tu s  of 
th e  P la n ,  " A m e r i c a n  E c o n o m ic  R e v ie w , XXX (Ju n e ,  1940), 215-223. 
T h o m a s  d e f in e d  " th e  e f fe c t iv e  su p p ly "  a s  " th a t  p a r t  of th e  s to c k  of 
m o n e y  in  th e  c h a n n e ls  o f  t r a d e .  "  U n d e r  100 p e r  c e n t  r e s e r v e  b a n k in g ,  
id le  d e m a n d  d e p o s i t s  an d  th e  e x c e s s  r e s e r v e s  of le n d in g  in s t i tu t io n s  
w ould , b y  T h o m a s 1 d e f in i t io n ,  n o t  b e  p a r t  of th e  " e f f e c t iv e  m o n e y  
sup p ly . "
26Ib id , , pp. 215-219.
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d e p o s i t s  in to  d e m a n d  d e p o s i t s .  ^7 T h e  r e s u l t ,  a c c o rd in g  to  T h o m a s '  
a n a l y s i s ,  w ould  be  a  r e d u c e d  " e f f e c t iv e  m o n e y  su p p ly "  an d  fa l l in g  
p r ic e s ;^ ®  o r ,  in  m o r e  c o n v e n t io n a l  t e r m s ,  t h e r e  w ould  b e  a  r e d u c t io n  
in  v e lo c i ty .  H o w e v e r ,  ev en  if  s h o r t - t e r m  le n d in g  w e r e  no t  r e d u c e d ,  
100 p e r  c e n t  r e s e r v e  b an k in g  m ig h t  in d u c e  a u to m a t ic  r e v e r s a l  of th e  
p r o c e s s  T h o m a s  d e s c r i b e d .  U n d e r  f r a c t io n a l  r e s e r v e  b a n k in g ,  th e  
s to c k  of m o n e y  (d ef in ed  a s  c u r r e n c y  in  c i r c u la t io n  and  d e m a n d  d e ­
p o s i t s )  w ould  b e  r e d u c e d  an d  e x c e s s  r e s e r v e s  a c c u m u la te d .  U n d e r  
th e  100 p e r  c e n t  p lan ,  th e  s to c k  of m o n e y  w ould  r e m a i n  u n c h an g e d  
bu t  w ould  i n c r e a s e  in  r e a l  v a lu e  a s  p r i c e s  fe l l .  T h is  " r e a l  b a la n c e  
e f f e c t " ^  co u ld  p o s s ib ly  in d u ce  i n c r e a s e d  c o n su m p tio n ,  a s  w e ll  a s  
in v e n to r y  b u i ld u p s ,  th u s  a r r e s t i n g  th e  p r i c e  d e c l in e .
U n d e r  th e  f r a c t io n a l  r e s e r v e  s y s te m ,  d e b t  c o n t r a c t io n  w ould  
n o t  on ly  c o n t r ib u te  to  a  fa l l in g  p r i c e  l e v e l  b u t  to  a  c o n t r a c t io n  of the  
s to c k  of m o n e y  a s  w e ll .  T h e  one a d v a n ta g e  of the  100 p e r  c e n t  r e ­
s e r v e  p la n  o v e r  th e  f r a c t io n a l  r e s e r v e  s y s te m  (ev en  i f  s h o r t - t e r m  
le n d in g  w e r e  n o t  r e d u c e d )  i s  th a t  the  s to c k  of m o n e y  w ou ld  no t  be  
a l t e r e d ,  an d  t h e r e f o r e  i n c r e a s e d  sp en d in g  in  r e s p o n s e  to  f a l l in g
^ D e m a n d  d e p o s i t s  w ould  b e  p r e f e r a b l e  to  t im e  d e p o s i t s  b e ­
c a u s e  th e y  w ould  b e  ta n ta m o u n t  to  c u r r e n c y  u n d e r  th e  100 p e r  c e n t  
r e s e r v e  p lan .
28 L e h m a n ,  op. c i t . , pp. 4 3 -4 6 ,  ta k e s  a  s i m i l a r  p o s i t io n .
297S ee  Don P a t in k in ,  M o n e y , I n t e r e s t , an d  P r i c e s  (W hite  
P l a i n s ,  N. Y. : R ow , P e t e r s o n  8c C o m p an y , 1956), pp. 21, 113, 130, 
a n d  133; a l s o  s e e  S u p ra ,  p . 50, fo o tn o te  40.
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p r i c e s  w ould  d e p en d  on the  p r e f e r e n c e s  o f  the  m o n e y -h o ld in g  p u b lic  
(h o u se h o ld s  an d  f i r m s )  w ith o u t  r e g a r d  to  the  w i l l in g n e s s  of l iq u id i ty ­
c o n s c io u s  b a n k e r s  to  ex ten d  lo a n s .
B e n ja m in  H ig g in s ,  w hile  s k e p t ic a l  a b o u t  th e  su f f ic ie n c y  of 
100 p e r  c e n t  r e s e r v e  b an k in g  in  an d  of i t s e l f  to e l im in a te  b u s in e s s  
c y c le s ,  saw  one  a d v a n ta g e  of th e  p la n  th a t  w as  no t s t r e s s e d  by i t s  
a d v o c a te s ,  i. e. , i t  w ould  p r o v id e  a n  a u to m a t ic  c h e c k  to  in v e s tm e n t  
in  e x c e s s  of v o lu n ta ry  s a v in g s .  U n d e r  100 p e r  c e n t  r e s e r v e  b an k ing , 
w ith  th e  su p p ly  of c u r r e n c y  h e ld  c o n s ta n t ,  i n c r e a s e s  in  t im e  d e p o s i t s  
co u ld  r e s u l t  o n ly  f r o m  a  sh if t  f r o m  d e m a n d  d e p o s i t s  o r  c u r r e n c y .
S uch  i n c r e a s e s  in  t im e  d e p o s i t s  m a y  b e  a s s o c i a t e d  w ith  d e c i s io n s  on 
the  p a r t  of the  c o m m u n i ty  to s a v e  m o r e .  An i n c r e a s e  in  t im e  d e ­
p o s i t s  m ig h t  le a d  to  m u l t ip le  e x p a n s io n  of lo a n s  th ro u g h  a r e t u r n  
flow  to  b a n k s  in  th e  f o r m  of n e w  t im e  d e p o s i t s ;  h o w e v e r ,  s e c o n d a r y  
i n c r e a s e s  in  t im e  d e p o s i t s  w ould a g a in  r e p r e s e n t  d e c i s io n s  to  sa v e .  
H ig g in s  c o n c lu d ed ;
T h e  s p r e a d  b e tw e e n  in c o m e  an d  e x p e n d i tu re  on 
c o n s u m p t io n  (= sa v in g s )  g ro w s  p a r i  p a s s u  w ith
3®The v a l id i ty  of th e  fo re g o in g  p a r a g r a p h  r e s t s  upon  th e  a s ­
s u m p t io n s  th a t  (1) in d iv id u a ls  w i l l  r e a c t  r a t i o n a l l y  to  c h a n g e s  in  r e a l  
m o n e y  h o ld in g s ,  and  th a t  (2) th e  e f fe c t  of p o s i t iv e  c h a n g e s  in  r e a l  
b a la n c e s  w il l  no t  b e  c o m p le te ly  o f f s e t  b y  p o s s ib l e  a d v e r s e  e x p e c ­
ta t io n s  th a t  w ould  in d u c e  a n  i n c r e a s e d  d e s i r e  to ho ld  r e a l  b a la n c e s .
31H ig g in s ,  o£. c i t .  , p. 91.
3^Ib id . , pp. 91-92.
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the  lo a n  e x p a n s io n ,  ev en  i f  c o n su m p tio n  m e r e l y  
f a i l s  to  k e e p  p a c e  w ith  th e  g ro w th  of n a t io n a l  
in c o m e .  T h u s  if  e q u i l ib r iu m  d e m a n d s  th a t  
s a v in g s  an d  in v e s tm e n t  b e  k e p t  e q u a l ,  a  b an k in g  
law  r e q u i r i n g  100 p e r  c e n t  r e s e r v e s  a g a in s t  
d e m a n d  d e p o s i t s ,  an d  no  r e s e r v e s  a g a i n s t  t im e  
d e p o s i t s ,  h a s  m u c h  to  c o m m e n d  it. 33
H o w e v e r ,  H ig g in s  p o in te d  ou t th a t  h i s  a n a l y s i s  w a s  b a s e d  
u p o n  the  a s s u m p t io n  th a t  d e m a n d  d e p o s i t s  a r e  id e n t i f i e d  w ith  m o n e y  
and  t im e  d e p o s i t s  a r e  id e n t i f ie d  w ith  s a v in g s .  H o w e v e r ,  to  so m e  
e x te n t  d e m a n d  d e p o s i t s  a r e  sa v in g s  in  th e  r e l e v a n t  s e n s e ,  and  su c h  
d e p o s i t s  n o t  o f f s e t  by  i n v e s tm e n t  w ould  k e e p  n a t io n a l  in c o m e  b e lo w  
th e  e q u i l ib r iu m  le v e l .  If  t h e s e  d e p o s i t s  c a n n o t  b e  l u r e d  in to  t im e  
d e p o s i t s  b y  h ig h e r  i n t e r e s t  r a t e s ,  t h e y  ta k e  on the  c h a r a c t e r i s t i c s  
of h o a r d s  a n d  th e  p ro b le m  b e c o m e s  n o t  one of o f f s e t t in g  s a v in g  by  
in v e s tm e n t  b u t  r a t h e r  one of i n c r e a s i n g  m o n e y ,  34
R e c o g n iz in g  th a t  w i th d ra w a ls  of t im e  d e p o s i t s  b e f o r e  the  
end  of an  in c o m e  p e r io d  w ould  n e c e s s i t a t e  c r e d i t  c o n t r a c t io n s ,
H igg in s  s u g g e s te d  th e  im p o s i t io n  of a  m in im u m  a d v a n c e  w i th d ra w a l  
n o t ic e  e q u a l  to th e  a v e r a g e  le n g th  of lo a n s  e x te n d ed , A  se c o n d  a l ­
t e r n a t i v e  s u g g e s te d  by  H ig g in s  w a s  to  h a v e  in d iv id u a ls  p u r c h a s e  
l iq u id  a s s e t s  s u c h  a s  c o m m e r c i a l  p a p e r ,  w ith  th e  b a n k s  s e r v in g  
m e r e l y  a s  b r o k e r a g e  h o u s e s  an d  s a v in g s  a c c o u n ts  p e r  se  e l im in a te d  
e n t i r e ly .  ^
33Ibid. , p. 92.
35Ibid. , p. 96.
34Ib id ., p. 95.
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A s H igg in s ,  A n g e ll ,  and  o th e r s  p o in te d  out, m a n y  of the  
c r i t i c i s m s  a im e d  a t  the  100 p e r  c e n t  r e s e r v e  p la n  w e r e  d i r e c te d  a t  
w ha t m a y  b e  c a l le d  the  e x t r a v a g a n t  c la im s  of i t s  a d v o c a te s .  T h e s e  
c l a im s ,  a s  n o ted  in  the  p r e c e d in g  c h a p te r ,  m a y  b e s t  b e  s u m m a r i z e d  
by  r e p e a t in g  th e  c o m p le te  t i t l e  of F i s h e r ' s  w ork : 100% M oney : 
D e s ig n ed  to K eep  C heck ing  A c c o u n ts  100% L iq u id ; to P r e v e n t  In ­
f la t io n  and  D efla t ion ;  L a r g e ly  to C u re  o r  P r e v e n t  D e p r e s s io n ;  and  to 
W ipe O u t M uch of th e  N a t io n a l  D ebt.
A n g e ll  and  L e h m a n ,  am o n g  o th e r s ,  f e l t  th a t  the  f i r s t  of 
F i s h e r ' s  l i ta n y  w as l e g i t im a te .  T he  se c o n d  c la im  d ep en d s  upon the  
type  of m o n e ta r y  p o licy  p u r s u e d  a f t e r  th e  p la n  i s  e s ta b l i s h e d ,  and  
on th is  p o in t  t h e r e  w as  no g e n e r a l  a g r e e m e n t .  T h e  th i r d  c la im  r e s t s ,  
a s  H igg ins  p o in te d  out, on the  v a l id i ty  of a  m o n e ta r y  t h e o r y  of the 
b u s in e s s  c y c le ,  an d  if  su c h  v a l id i ty  be  c o n ced ed , upon  th e  ty p e  of 
p o l ic y  em plo yed . T h e  l a s t  of the  F i s h e r  l i t a n y - - p u b l i c  d e b t  e l i m i -  
n a t io n - - w a s  s t r i c t l y  i l l u s o r y .
Yet m a n y  of th e  c r i t i c s  of the  p l a n - - e s p e c i a l l y  A n g e l a -  
v iew ed  v e r y  fa v o ra b ly  th e  p l a n 's  b r e a k in g  the  l in k  b e tw e e n  the  v o lu m e  
of d e b t  a n d  th e  v o lu m e  of m o n ey . W hile  th e  w e a k n e s s e s  of th e  p lan  
w e r e  t r e a t e d  qu ite  th o ro u g h ly  and  c o m p e te n t ly  by  i t s  c r i t i c s ,  th e  
a l l e g e d  a d v a n ta g e s  of f r a c t io n a l  r e s e r v e s  o v e r  100 p e r  c e n t  r e s e r v e s  
w e r e  g iven  equa l bu t  p e rh a p s  l e s s  co n v inc ing  t r e a tm e n t .
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D e f e n d e r s  o f F r a c t i o n a l  R e s e r v e  B an k in g
W a l te r  E . S p a h r  a t t a c k e d  th e  100 p e r  c e n t  r e s e r v e  p la n  b e ­
c a u s e  i t  . . i s  n o t  a  p r o p o s a l  fo r  100% good m o n e y  b u t  f o r  100% i n ­
c o n v e r t ib le  p a p e r  m o n e y - - a  th o ro u g h ly  bad  m o n e y .  "3 6  S p a h r  v ie w e d  
th e  f r a c t i o n a l  r e s e r v e  s y s te m  a s  a  m e a n s  of e c o n o m iz in g  on  s c a r c e  
r e s o u r c e s — n a m e ly ,  c u r r e n c y  th a t  i s  c o n v e r t ib l e  in to  s p e c ie .  T h e  
100 p e r  c e n t  r e s e r v e  p la n  b a s e d  upon  in c o n v e r t ib le  p a p e r  w a s  in  
S p a h r ' s  v ie w  " . . .  a  f i r e  e s c a p e  m a d e  of p a p e r .
W hat S p a h r  o f f e r e d  a s  a n  a l t e r n a t iv e  to  F i s h e r ' s  " p a p e r  
f i r e  e s c a p e "  w e r e  im p r o v e m e n t s  on the  e x is t in g  f i r e  e s c a p e - -  
p e r m i t t i n g  th e  F e d e r a l  R e s e r v e ,  d u r in g  t i m e s  of e m e r g e n c y ,  to  
a c c e p t  p a p e r  f r o m  th e  b a n k s  up  to  i t s  l i m i t  to  p a y  ou t c a s h .  ^8 A f te r  
t h i s  l i m i t  i s  r e a c h e d ,  c o n tin u e d  S p a h r ,  " .  . . th e  R e s e r v e  b a n k s  
s h o u ld  b e  p e r m i t t e d  to  t u r n  p a p e r  o r  s e c u r i t i e s  o v e r  to  so m e  b o d y ,
. . . w h ic h  co u ld  s e l l  i t s  d e b e n tu r e s  f o r  c a s h  a n d  t u r n  th e  c a s h  o v e r  
to  th e  R e s e r v e  b a n k s .  "^9
^ W a l t e r  E . S p a h r ,  T h e  F a l l a c i e s  of P r o f e s s o r  I rv in g  
F i s h e r ' s  100% M oney  P r o p o s a l  (New Y ork : F a r r a r  an d  R i n e h a r t ,  
1938), p . 41.
37l b i d . , p. 16.
i s  im p l i c i t  in  S p a h r ' s  a n a l y s i s  th a t  th i s  " l im i t  to  p a y  
o u t  c a s h "  i s  d e t e r m i n e d  by  th e  go ld  r e s e r v e  r e q u i r e m e n t  a g a i n s t  th e  
l i a b i l i t i e s  of th e  F e d e r a l  R e s e r v e  S y s te m .
39spahr, op. cit. , p. 16. (Italics m in e .)
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S p a h r 's  c r i t i c i s m s  of 100 p e r  c e n t  r e s e r v e  b an k in g  m a y  b e  
i n t e r p r e t e d  in  th e  l ig h t  o f h i s  a p p a r e n t  go ld  s t a n d a r d  in c l in a t io n s .  
Shou ld  a  go ld  s t a n d a r d  be  in  e ffec t ,  th en  h is  p o in t  i s  w e l l  ta k e n  th a t  
100 p e r  c e n t  r e s e r v e s  w ould  b e  a w a s te  of r e s o u r c e s .  H o w ev e r ,
S p a h r  a p p a r e n t ly  f a i l e d  to  s e e  th a t  th e  m a jo r  100 p e r  c e n t  r e s e r v e  
e c o n o m is t s ,  F i s h e r  an d  S im o n s ,  w e r e  no t  m e r e l y  s u g g e s t in g  a  
c h an g e  in  r e s e r v e  r e q u i r e m e n t s  bu t w e re  su g g e s t in g  m a jo r  m o n e ­
t a r y  r e f o r m  w h ich  in c lu d e d  r e j e c t i o n  of the  g o ld  s t a n d a r d ,  a t  l e a s t  
a s  i t  a p p l i e s  to  th e  d o m e s t i c  m o n e y  supp ly . A nd , p a ra d o x ic a l ly ,  
S p a h r  c o n c lu d e d  th a t  a l l  th a t  w ould  be  n e c e s s a r y  to  i n s u r e  th e  
fu n c t io n in g  of th e  f r a c t io n a l  r e s e r v e  s y s te m  w ould b e  to  m a k e  p r o ­
v i s io n  fo r  the  p e r io d ic  a b ro g a t io n  of the  go ld  s t a n d a r d ,
A  m o r e  c o n v in c in g  d e fe n s e  of th e  f r a c t io n a l  r e s e r v e  s y s te m  
v i s - a - v i s  th e  100 p e r  c e n t  r e s e r v e  p la n  w as  m a d e  by  G e o rg e  B. 
R o b in so n .  40 s u g g e s te d  th a t  f o r  100 p e r  c e n t  r e s e r v e  b an k in g  to  
b e  ju s t i f i e d ,  i t  m u s t  be  p ro v e d :  (1) t h a t  the  f r a c t io n a l  r e s e r v e
p r in c ip le  i s  m o r e  th a n  a ". . . r u l e  ev o lved  ou t  of b an k in g  e x p e r i ­
en ce  w h ich  n e g a t iv e ly  p e r m i t s  of r e p e t i t i v e  le n d in g  by  f in a n c ia l  i n s t i ­
tu t io n s  . . . w h ich  r e c e i v e  b a c k  q u ic k ly  th e  m o n e y  w h ich  th e y  h av e  
le n t .  . . . ";41 (2 ) t h a t  t h e r e  a r e  d i s t in c t io n s  b e tw e e n  d e m a n d  and
40Qeorge B. Robinson, "100% Bank R eserves , " Harvard 
B usiness Review, XV (S u m m e r ,  1937), 4 3 8 -4 4 7 .
41Ibid. , p. 439.
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tim e deposits that would . . justify abolishing the form er while
r e p l a c e m e n t  o f d e m a n d  d e p o s i t s  w ith  g o v e rn m e n t  c u r r e n c y  would 
p r e v e n t  b o th  b a n k s  a n d  th e  pub lic  f r o m  in c r e a s in g  th e  t o ta l  a m o u n t  
o f c i r c u la t in g  m e d ia ;  and  (4) t h a t  th e  r e l a t i o n s h i p  b e tw e e n  d e p o s i t s  
an d  r e s e r v e s  i s  th e  e x c lu s iv e  c r i t e r i o n  fo r  ju d g in g  th e  e x is te n c e  of 
e x c e s s iv e  m o n e ta r y  e x p a n s io n  and  th u s  i s  th e  . . e x c lu s iv e  a r e a  
in  w h ich  to  s e a r c h  fo r  m e a n s  to  p r e v e n t  i t s  o c c u r r e n c e .  "43
I t  w a s  R o b in s o n 's  c o n te n t io n  th a t  th e  d i s t in c t io n  b e tw e e n  
t im e  d e p o s i t s  and  d e m a n d  d e p o s i t s  w as  a f a l s e  one b a s e d  upon  the  
r e l a t i v e  s p e e d  w ith  w h ic h  fu n d s  ( r e c e iv e d  by  b a n k s  in  e x ch a n g e  fo r  
d e m a n d  d e p o s i t s ) ,  w hen  l e n t  out, r e t u r n  a n d  a r e  a g a in  m a d e  a v a i la b le  
fo r  r e le n d in g .  In R o b in s o n 's  w o rd s :
T h e  a p p e a r a n c e  th a t  c o m m e r c i a l  b a n k s  'm a n u f a c t u r e  
m o n e y ,  1 an d  th a t  s a v in g s  b a n k s  do n o t ,  c an  b e  fu l ly  
e x p la in e d  b y  th e  r a p id i ty  w ith  w h ich  s u m s  le n t  by  
c o m m e r c i a l  b a n k s  r e t u r n  to  th e m  f o r  d e p o s i t  (even  
i f  th e y  jo u r n e y  th ro u g h  th e  s a v in g s  b a n k s ) ,  a s  c o n ­
t r a s t e d  w ith  th e  s lo w n e s s  w ith  w h ic h  th e  s u m s  le n t  
by  s a v in g s  b a n k s  now  r e t u r n  to  th e m .  44
S in ce  r e s e r v e s  a r e  b u t  a  l im i ta t io n  on b a n k s '  a b i l i ty  to  a c ­
q u i r e  e a rn in g  a s s e t s ,  R o b in s o n  c o n te n d e d  th a t  100 p e r  c e n t  r e s e r v e  
b an k in g  s im p ly  l im i t s  th e  f r a c t io n a l  r e s e r v e  p r in c ip le  to t im e  d e ­
found ing  a n ew  b an k in g  s y s te m  on th e  l a t t e r II ( 3 ) th a t  th e
p o s i t s .  45 T h u s ,  so  lon g  a s  len d in g  d e p a r t m e n t s  (u n d e r  100 p e r  c e n t
43ibid.
44ibid. , p. 442. 45ibid. , p. 440.
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r e s e r v e  b an k in g )  co n tin u e  to  c a t e r  to  th e  p u b l i c s  p r e f e r e n c e  fo r  
le n d in g  (d e p o s i t in g  w ith  l e n d e r s ) ,  th e  p r in c ip le  of 100 p e r  c e n t  r e ­
s e r v e  b an k in g  would be  v io la te d .  46
H o w e v e r ,  u n d e r  f r a c t i o n a l  r e s e r v e  b an k in g  th e  a m o u n t  of 
c r e d i t  e x te n d e d  by  b a n k s  d o e s  n o t  n e c e s s a r i l y  r e f l e c t  the  p u b lic  
" p r e f e r e n c e  fo r  len d in g  a s  o p p o se d  to  h o a rd in g .  " B a n k s  a c q u i r e  
a s s e t s  ou t  of e x c e s s  r e s e r v e s  a g a i n s t  d e m a n d  d e p o s i t s  b e c a u s e  of 
th e  r a p id i ty  w ith  w h ich  su ch  fu n d s  e x p en d e d  a r e  r e t u r n e d  fo r  d e p o s i t .  
T h is  h a s  no r e l a t i o n s h ip  to th e  p u b l i c 's  p r e f e r e n c e  f o r  len d in g  u n le s s  
one  a c c e p t s  H a r r y  G un n iso n  B r o w n 's  a s s e r t i o n  th a t  r e a l  l e n d e r s  a r e  
th o s e  who r e c e i v e  c h e c k s  in  e x c h a n g e  f o r  g oo ds  an d  do n o t c o n v e r t  
th e m  in to  c a s h .  47 i t  s im p ly  r e p r e s e n t s  a  p r e f e r e n c e  fo r  d e m a n d  
d e p o s i t s  o v e r  c a s h  o r  t im e  d e p o s i t s .  O n  th e  o th e r  h an d , b a n k s '  a c ­
q u is i t io n  of a s s e t s  w ith  m o n e y  r e c e i v e d  in  e x c h a n g e  f o r  sa v in g s  d e ­
p o s i t s  d o e s  in  f a c t  r e f l e c t  th e  p u b l i c 's  p r e f e r e n c e  f o r  len d in g . T h e  
l im i ta t io n  o f a s s e t  a c q u i s i t i o n  to t im e  d e p o s i t s  d o e s  n o t  r e p r e s e n t  a  
v io la t io n  of the  100 p e r  c e n t  r e s e r v e  p la n ,  b u t  to a  l a r g e  e x te n t  i s  
i t s  r a i s o n  d ' e t r e . To r e s t r i c t  le n d in g  to  s a v in g s  i s  e x a c t ly  w h a t  
S im o n s  an d  F i s h e r  h a d  in  m in d .  A nd a s  H ig g in s  p o in te d  ou t, the  
r e t u r n  of fu nds  to  sa v in g  in s t i tu t io n s  m a y  be  a s s o c i a t e d  w ith
4^Ibid . , pp. 4 4 2 -4 4 3 , an d  447. 
4 7 B ro w n , op. c it .  , pp. 308 -3 09 .
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i n c r e a s e d  s a v in g s .  48 T h is  r e t u r n  flow  in to  d e m a n d  d e p o s i t s  can no t 
be  so d e s c r ib e d .
100 P e r  C en t  R e s e r v e s  and  M o n e ta ry  P o l ic y
A s h a s  b e e n  in d ic a te d  a b o v e ,  the  e f f ic a c y  of 100 p e r  c e n t  
r e s e r v e  b ank ing  a s  a  m e a n s  of a c h ie v in g  m o n e ta r y  s ta b i l i ty  u l t i ­
m a te ly  r e s t s  upon th e  n a tu r e  of m o n e ta r y  p o l ic y  e m p lo y ed  in  c o n ­
ju n c t io n  w ith  i t .  In C u r r i e ' s  v iew , 100 p e r  c e n t  r e s e r v e s  w ould  m a k e  
an y  typ e  of m o n e ta r y  p o l ic y  m o r e  e f fe c t iv e  by  e l im in a t in g  th o s e  a u to ­
m a t ic  f o r c e s  th a t  c a u s e  the  a v e r a g e  a g g re g a te  r e q u i r e d  r e s e r v e  
r a t i o  to ch an g e  in  a  p r o - c y c l i c a l  fa sh io n .  49
P r i c e  L e v e l  S ta b i l iz a t io n ;  F i s h e r  a n d  S im o n s .  S im o n s  
v iew ed  a p o l ic y  of m a in ta in in g  f ix i ty  of th e  m o n e y  supp ly  a s  th e  m o s t  
d e s i r a b l e  on  p u r e ly  t h e o r e t i c a l  g ro u n d s ,  b u t  a s  a  p r a c t i c a l  m a t t e r  
he  co n ce d ed  th a t  a  p o l ic y  of v a ry in g  th e  m o n e y  supp ly  in  r e s p o n s e  to  
c h a n g e s  in  an  in d ex  of p r i c e s  w ould b e  p r e f e r a b l e .  He su g g e s te d  
th a t  th e  in d e x  shou ld  c o n s i s t  of e a s i l y  d e f in a b le  (p h y s ic a l ly )  c o m ­
m o d i t i e s  w h ich  a r e  a c t iv e ly  t r a d e d  on  h igh ly  o rg a n iz e d  e x c h a n g e s ,  
an d  sh o u ld  ex c lu d e  any  c o m m o d i t i e s  s u b je c t  to  d e l i b e r a t e  r e g u la t io n .  
T h is  in d e x  w ould  s t i l l  b e  f a r  f r o m  s a t i s f a c to r y  b e c a u s e :  (1) Such
c o m m o d i t i e s  w ould  b e  m o s t  a f f e c te d  by  te c h n o lo g ic a l  a d v a n c e ,  and
4®Higgins, _op. cit. , pp. 91-92. 
4 9 S u p r a , p p . 73-81.
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t h e r e f o r e ,  the  r u l e  w ould  b e  in f la t io n a ry ;  (2 ) the  in d ex  would be  
s u b je c t  to  fo r e ig n  d i s tu r b a n c e s  and  in d ic a te  p o l ic y  th a t  w ould  b e  u n ­
d e s i r a b l e  d o m e s t ic a l ly ;  and  (3) th e  m o s t  d e s i r a b l e  in d ex  w ould 
ex c lu d e  p r i c e s  of fo re ig n  g oods, b u t  th i s  would b e  im p o s s ib le .
S im o n s  d id  no t  r e c o n c i l e  th e s e  c o n f l ic t s ,  b u t  m e r e l y  s u g g e s te d  th a t  
r e c o n c i l i a t io n  shou ld  a s s ig n  im p o r ta n c e  in  th e  o r d e r  th a t  th ey  w e re  
p r e s e n te d .  50
F i s h e r  v iew ed  the p r o p e r  m o n e ta r y  p o l ic y  a s  one b a s e d  
upon  s ta b i l i z a t io n  of a  r e t a i l  p r i c e  index ; h o w e v e r ,  he  did  no t d e fine  
th e  c o n te n t  of the  p r o p e r  in dex . F i s h e r ,  w r i t in g  in  th e  m id -1 9 3 0 's ,  
a d v o c a te d  th a t  f i r s t  th e  p r i c e  l e v e l  shou ld  be  " r e f l a t e d "  to i t s  p r e ­
d e p r e s s io n  l e v e l  and  th en  s ta b i l iz e d .
A n g 611*8 A l t e r n a t i v e s . A n g e l l  c h a l le n g e d  the  v a l id i ty  of 
p o l ic y  b a s e d  upon s ta b i l i z a t io n  of r e t a i l  p r i c e s ,  co n tend ing  th a t  they  
w e r e  no t s e n s i t iv e  enough in d ic a to r s .  He s u g g e s te d  in  i t s  s t e a d  th a t  
th e  s to c k  of m o n ey  be  i n c r e a s e d  so  a s  to  ho ld  p e r  c a p i ta  m o n ey  i n ­
c o m e  c o n s ta n t .  T h is  would e n ta i l  i n c r e a s in g  th e  m o n ey  sup p ly  to 
o f f s e t  th e  s e c u l a r  g ro w th  in  p o p u la t io n  and  the  s e c u l a r  d e c l in e  in  
c i r c u l a r  v e lo c i ty .  51
5®Simons, " R u le s  v e r s u s  A u th o r i t i e s  in  M o n e ta ry  P o l ic y ,  "
p. 174.
5 1 ja m e s  W. A n g e ll ,  in  " M o n e ta ry  C o n tro l  an d  G e n e ra l  
B u s in e s s  S ta b i l iz a t io n ,  " E c o n o m ic  E s s a y s  in  H onour of G us tav  
C a s s e l l  (London; G e o rg e  A lle n  and  Unwin, L td . , 1933), pp. 5 3 -6 8 , 
d e f in e s  c i r c u l a r  v e lo c i ty  (C) a s :
A n g e l l  v ie w e d  c y c l ic a l  f lu c tu a t io n s  a s  r e s u l t i n g  f r o m  e x ­
c e s s i v e  i n c r e a s e s  in  v o lu n ta ry  sa v in g s  an d  in v e s tm e n t  b e y o n d  j u s t i ­
f ia b le  l i m i t s .  He d e f in e d  t h e s e  a s  j u s t  th e  v o lu m e  n e c e s s a r y  to  a d a p t  
t e c h n o lo g ic a l  im p r o v e m e n t s  th a t  w i l l  lo w e r  m o n e y  c o s t s  of p r o ­
d u c tio n ;  M. . . o th e r w i s e  o v e rp r o d u c t io n ,  a  c h r o n ic  s t a t e  of e x c e s s  
p la n t  c a p a c i ty  an d  lo s s  m u s t  e n su e .
H is  a n a l y s i s  c o n c lu d ed  th a t  a  m a j o r  c a u s e  of e x c e s s iv e  
s a v in g s  and  in v e s tm e n t  i s  p r i o r  e x c e s s iv e  i n v e s tm e n t  th a t  w as 
i n i t i a l l y  f in a n c e d  th ro u g h  c r e a t i o n  of a d d i t io n a l  m o n ey . ®3 T h e r e f o r e ,  
A n g e l l  r e c o m m e n d e d  a  p o l ic y  of s ta b i l i z in g  m o n e y  in c o m e  p e r  c a p i ta  
an d  v ie w e d  100 p e r  c e n t  r e s e r v e  b an k in g  a s  a n  e x c e l le n t  to o l  f o r  e f­
f e c t in g  th i s  p o l ic y .
H o w e v e r ,  the  e x te n t  to  w h ich  A n g e l l , s p o l ic y  w ould b e  e f f e c ­
t iv e  in  a c h ie v in g  i t s  g o a l  w ould  d ep en d  upon  th e  d o w n w ard  f le x ib i l i ty  
of p r i c e s  on one h an d  an d  th e  s t a b i l i ty  of m o n e y  w a g es  on th e  o th e r .  
S hou ld  th e  e c o n o m y  b e  in s u f f ic ie n t ly  c o m p e t i t iv e ,  t e c h n o lo g ic a l
w h e r e  b i s  th e  to ta l  of t r a n s a c t i o n  b a la n c e s  h e ld  b y  b u s i n e s s  f i r m s  
an d  in d iv id u a ls ,  e x p r e s s e d  a s  a  p e r c e n ta g e  of n a t io n a l  in c o m e ,  d  i s  
the  a v e r a g e  n u m b e r  of p a y m e n t  p e r io d s  p e r  p ro d u c t io n  p e r io d ,  and  
R  i s  th e  a v e r a g e  n u m b e r  o f p ro d u c t io n  p e r i o d s  p e r  y e a r .  B a s e d  on 
h i s  c o m p u ta t io n  of C f r o m  1907 to  1930, A n g e l l  e s t im a t e d  a  s e c u l a r  
d e c l in e  of 2. 4 p e r  c e n t  p e r  y e a r .
52Ibid. , p. 62. S^Ibid. j p. 67.
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a d v a n c e  w ould  to  a  g r e a t e r  o r  l e s s e r  d e g r e e  b e  r e f l e c t e d  in  i n c r e a s e d  
p r o f i t s  r a t h e r  th a n  in  fa l l in g  p r i c e s .  L ik e w is e ,  th e  e x i s te n c e  of 
la b o r  u n io n s  w ould  p ro b a b ly  p u s h  w a g es  u p w a rd  in  r e s p o n s e  to  p r o ­
d u c t iv i ty  i n c r e a s e s .  It w a s  e s s e n t i a l l y  th o s e  c o n s id e r a t i o n s  th a t  le d  
S im o n s  to  v iew  p r i c e  l e v e l  s t a b i l i ty  a s  th e  on ly  p r a c t i c a l  r u l e  of 
p o l ic y ,  d e s p i te  i t s  t h e o r e t i c a l  l im i ta t io n s .
T he  100 P e r  C en t P l a n  an d  N a t io n a l iz a t io n  of B ank ing
T he  p r e p o n d e r a n c e  of c r i t i c i s m s  of th e  100 p e r  c e n t  r e s e r v e  
p la n  w e r e  c o n c e rn e d  w ith  i t s  e f fe c ts  on m o n e ta r y  s ta b i l i ty ;  h o w e v e r ,  
a  few  c r i t i c s  a t t a c k e d  the  p la n  on the  g ro u n d s  th a t  i t  w ould  n a t io n a l iz e  
b an k in g . ^4 T o  su c h  c l a im s  F i s h e r  m e r e l y  r e p l i e d ,  " ,  , . n a t i o n a l i ­
z a t io n  of m o n e y  y e s ,  of b an k in g ,  no. Xo S im o n s ,  r e g u la t io n  of 
th e  i s s u e  of m o n e y  w as  am o n g  th e  " r u l e s  of the  g a m e "  of c a p i ta l i s m  
th a t  g o v e rn m e n t  m u s t  e n fo rc e .  B o th  w e r e  c o n c e rn e d  w ith  p ro v id in g  
a  m o n e t a r y  f r a m e w o r k  w ith in  w h ich  the  f r e e  e n t e r p r i s e  s y s te m  cou ld  
b e s t  fu n c t io n ,  an d  it  m a y  b e  c o n c lu d ed  th a t  a m o n g  t h e i r  id e o lo g ic a l  
p r i o r i t i e s ,  th e  r i g h t  of p r i v a t e  in d iv id u a ls  o r  f i r m s  to  c r e a t e  e f f e c ­
t iv e  m o n e y  r a n k e d  v e r y  low .
54R. G. H. , "100 P e r  C e n t  M oney , " J o u r n a l  of th e  R o y a l  
S t a t i s t i c a l  S o c ie ty , XCDC (1936), 38 8 -3 9 0 , an d  W a l te r  E . S p a h r ,  op. 
c i t .  , pp. 3 7 -4 0 .
^ ^ F i s h e r ,  100% M o n e y , p . 18.
109
F r o m  a  p u r e ly  l e g a l i s t i c  p o in t  of v iew , p ro p o n e n ts  of 100 
p e r  c e n t  r e s e r v e  b ank in g  (o r  of an y  f o r m  of p u b l ic  r e g u la t io n  of 
bank in g )  m a y  lo o k  fo r  s u p p o r t  to the  C o n s t i tu t io n  of th e  U n ited  S ta te s  
( A r t i c l e  I, S e c t io n  8 ), w h e r e in  th e  r i g h t  to  " c o in  m o n e y  an d  r e g u l a t e  
the  v a lu e  th e r e o f "  i s  r e s e r v e d  to  th e  F e d e r a l  g o v e rn m e n t .
F r a n k  G r a h a m ’ s c o n tr ib u t io n  to  th e  100 p e r  c e n t  r e s e r v e  
p la n  w a s  h is  a r g u m e n t  a g a in s t  f r a c t io n a l  r e s e r v e  b an k in g  on q u a s i -  
l e g a l i s t i c  g ro u n d s .  F i d u c i a r y  m o n ey , h e  a r g u e d ,  u n like  r e a l  
w e a l th ,  c an n o t  w ith  s o c ia l  a d v a n ta g e  b e  i n c r e a s e d  in d e f in i te ly ;  th u s  
to  e n t r u s t  th e  su p p ly  of m o n e y  to th e  m a r k e t  w ould  h a v e  c h a o t ic  
r e s u l t s .  T h e r e f o r e ,  i t  b e c o m e s  n e c e s s a r y  t h a t  t h e r e  e x i s t  a  m o ­
n o p o ly  o v e r  the  i s s u e  of f id u c ia r y  m o n e y ,  b u t  su c h  a m o n o p o ly  
p e r m i t s  th e  ta k in g  of s e n io r a g e  p r o f i t s ,  w h ic h  a r e  in  e f fe c t  a  ta x  
on  th e  g e n e r a l  p u b l ic .  T h u s ,  " . . . th e  p o w e r  to  t a x  c an n o t  w ith  
e q u ity  b e  g r a n te d  a s  a  p r iv i l e g e  to  an y  g ro u p  of p r i v a t e  c i t i z e n s .
In  G r a h a m ’s a n a l y s i s ,  b a n k  le n d in g  i s  d e s c r i b e d  a s  a 
p r o c e s s  in  w h ich  bo th  b o r r o w e r  an d  l e n d e r  go in to  d e b t  to  e a c h  o th e r .  
T h e  b a n k  d e m a n d  d e b t  (d e p o s i t  l ia b i l i ty )  i s  e x c h a n g e d  fo r  th e  d e b t  
( i n t e r e s t - b e a r i n g  a s s e t )  of the  b o r r o w e r .  T h e  f r a c t i o n a l  r e s e r v e  
s y s te m  p e r m i t s  th e  b an k  to  e x ch a n g e  i t s  n o n - i n t e r e s t - b e a r i n g
^ F r a n k  G r a h a m ,  " P a r t i a l  R e s e r v e  M oney  an d  th e  100% 
P r o p o s a l ,  " A m e r i c a n  E c o n o m ic  R e v ie w , XXVI (S e p te m b e r ,  1936), 
42 8 -4 4 0 .
5?Ibid. , p. 430.
110
l i a b i l i t i e s  (w hich  c i r c u l a t e  a s  m oney )  fo r  i n t e r e s t - b e a r i n g  a s s e t s  
an d  t h e r e b y  ta k e  s e n io r a g e .
G r a h a m  c o n c e d e d  th a t  th e  " s e n i o r a g e  p r o f i t s "  o f c o m m e r c i a l  
b a n k s  w e r e  r e d u c e d  by  c o m p e t i t io n  w h ic h  f o r c e d  s h o r t - t e r m  r a t e s  to  
f a l l  r e l a t i v e  to  l o n g - t e r m  r a t e s ,  an d  f o r c e d  b a n k s  to  p a y  i n t e r e s t  on 
a  p a r t  of t h e i r  l i a b i l i t i e s  ( t im e  d e p o s i t s ) .  H o w e v e r ,  h i s  c o n c e p t  of 
j u s t i c e  r e m a in e d  v io la t e d  so  long  a s  b a n k s  w e r e  a b le  to  i s s u e  n o n -  
i n t e r e s t - b e a r i n g  l i a b i l i t i e s  in  e x ch a n g e  fo r  i n t e r e s t - b e a r i n g  a s s e t s ,  
o r  to th e  e x te n t  th a t  i n c r e a s e d  b a n k  le n d in g  w a s  n o t  j u s t i f i e d  by  i n ­
c r e a s e d  s a v in g s  d e p o s i t s .  ^9
In  s u m m a r y ,  if  th e  p o w e r  to  c r e a t e  f i d u c i a r y  m o n e y  sho u ld  
r e s t  w ith  the  s o v e r e ig n  b e c a u s e  i t  c a r r i e s  w ith  i t  th e  im p l i c i t  p o w e r  
to  ta x ,  a s  G ra h a m  c la im e d ,  th e n  100 p e r  c e n t  r e s e r v e  b ank in g  w ould  
b e  j u s t i f i e d  on  g ro u n d s  of e q u ity ,  th e  e s s e n t i a l  t e s t  of equ ity  b e in g  
e q u a l i ty  of i n t e r e s t - b e a r i n g  l i a b i l i t i e s  an d  e a r n in g  a s s e t s .
H o w e v e r ,  G r a h a m 's  c a s e  i s  no  d o ub t w e a k e n e d  by th e  v e r y  
n a tu r e  of th i s  t e s t .  T h a t  d e m a n d  d e p o s i t s  b e a r  z e r o  (o r  n e g a t iv e )  
i n t e r e s t  w h ile  t im e  d e p o s i t s  b e a r  p o s i t iv e  i n t e r e s t  m a y  b e  e x p la in e d  
in  t e r m s  of the  pub lic*s  r e l a t i v e  d e s i r e s  fo r  th e s e  two a s s e t s  so ld  
by  b a n k s .  S hou ld  b a n k s ,  a s  a r e s u l t  of c h a n g e s  in  th e  public*s 
p r e f e r e n c e s ,  be  f o r c e d  to  p ay  i n t e r e s t  on d e m a n d  d e p o s i t s ,  the
58Ibid. , pp. 432-434. 59lbid. , p. 434.
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" m o n e y - c r e a t i n g "  p o w e r s  of b a n k s  w ould  s t i l l  r e m a i n ,  b u t  G r a h a m 's  
c a s e  w ould  b e  d e s t r o y e d .
S u m m a r y  an d  C o n c lu s io n s
T h o s e  e c o n o m is t s  who e v a lu a te d  100 p e r  c e n t  r e s e r v e  
b an k in g  in  th e  c o n te x t  of d i s c r e t i o n a r y  m o n e ta r y  p o l ic y ,  su c h  a s  
L e h m a n ,  f e l t  th a t  f r a c t io n a l  r e s e r v e  b an k in g  w a s  s u p e r i o r  b e c a u s e  
s m a l l  c h a n g e s  in  b an k  r e s e r v e s  e f fe c te d  th ro u g h  o pen  m a r k e t  o p e r ­
a t io n s  w ou ld  h av e  a  m u l t ip le  e f fe c t  on c a p i ta l  m a r k e t s ,  th u s  re d u c in g  
. . th e  d a n g e r  of l o s s e s  to  th e  c e n t r a l  b a n k  r e s u l t i n g  f r o m  buy ing  
s e c u r i t i e s  a t  h ig h  d e p r e s s i o n  p r i c e s  an d  se l l in g  th e m  a t  low  in f la t io n  
p r i c e s .  "61
A n o th e r  r e v i e w e r  of F i s h e r  e x p r e s s e d  p r e f e r e n c e  fo r  d i s ­
c r e t i o n a r y  p o l ic y  u n d e r  a  f r a c t io n a l  r e s e r v e  s y s t e m  b e c a u s e ,  u n d e r  
100 p e r  c e n t  r e s e r v e s ,  t h e r e  w ould  b e  th e  ", . . l o s s  of e l a s t i c i ty  
in  a l l  m a r k e t s  in  w h ic h  b o r r o w e d  m o n e y  i s  em p lo y ed . "62 jn th e  c a s e  
of o p e n  m a r k e t  s a l e s  b y  th e  m o n e t a r y  a u th o r i ty  (u n d e r  a  100 p e r  c e n t
6 0 G r a h a m 's  a n a l y s i s  i s  b a s e d  upon  th e  a s s u m p t io n  th a t  the  
d i s t in c t io n  b e tw e e n  m o n e y  a n d  n e a r - m o n e y  i s  th a t  th e  f o r m e r  b e a r s  
no i n t e r e s t  w h ile  th e  l a t t e r  d o e s ,  b u t  a s  one  c r i t i c  p o in te d  out, th i s  
w ould  m e a n  th a t  d e m a n d  d e p o s i t s ,  p r i o r  to  th e  e s t a b l i s h m e n t  of a  
l e g a l  m a x im u m  i n t e r e s t  o f  z e r o ,  w ould  n o t  b e  c o n s id e r e d  a s  m o n e y ,  
b u t  w ould  b e  a f t e r w a r d .  L in  L in ,  " P r o f e s s o r  G r a h a m  on R e s e r v e  
M o ney  an d  th e  100 P e r  C e n t  P r o p o s a l ,  "  A m e r i c a n  E c o n o m ic  R e v ie w , 
XXVII (M a rc h ,  1937), 112-113.
^ L e h m a n ,  _op. c i t .  , p . 54.
62R . G. H. , op. c i t . ,  pp. 3 88 -39 0 .
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r e s e r v e  s y s te m ) ,  banks* in a b i l i ty  to  c r e a t e  d e p o s i t s  w ould  r e s u l t  in  
th e  s a l e ' s  b e in g  l im i te d  . . to  su c h  fu n d s  a s  i n v e s to r s  c a n  b e  i n ­
d u c e d  to  l a y  ou t  f r o m  b a la n c e s  a f t e r  p u r c h a s e s  of s e c u r i t i e s  a t  lo w e r  
p r i c e s .  T h e  im p l i c a t io n  of th i s  a r g u m e n t  i s  th a t  th e  in a b i l i ty  of 
the  f in a n c ia l  s y s te m  to  a v o id  th e  i m m e d ia te  im p a c t  of c o n t r a c t io n a r y  
p o l ic y  w ould  r e s u l t  in  a  m o r e  d r a s t i c  f a l l  in  s e c u r i t y  p r i c e s  th an  
w ould  o c c u r  u n d e r  th e  t r a d i t i o n a l  s y s te m .  ^4 pj suggested  th a t
th is  u n d e s i r a b l e  e f fe c t  cou ld  b e  e l im in a te d  on ly  by  in c lu d in g  th e  r e ­
d is c o u n t  p r iv i l e g e  a s  a  p a r t  of the  p la n .  H o w e v e r ,  th is  w ould  d e fe a t  
the  p u r p o s e  of the  p lan . T h is  c r i t i c i s m  of th e  100 p e r  c e n t  r e s e r v e  
p la n  i s  s ig n i f ic a n t  in  th a t  i t  f o c u s e s  a t t e n t io n  on p o te n t ia l  d a n g e r s  of 
d i s c r e t i o n a r y  m o n e ta r y  p o l ic y  u n d e r  100 p e r  c e n t  r e s e r v e s .  U nder  
th e  t r a d i t i o n a l  to o ls  of m o n e ta r y  c o n tro l ,  th e  banks*  a b i l i ty  to
6 3 Ib id .
^ T h i s  p a r t i c u l a r  a r g u m e n t  i s  a p p a r e n t ly  b a s e d  on tw o a s ­
s u m p t io n s .  F i r s t ,  u n d e r  th e  f r a c t i o n a l  r e s e r v e  s y s te m ,  open  m a r k e t  
s a l e s  c an  be  o f f s e t  t e m p o r a r i l y  by  i n c r e a s e d  u s e  of th e  d is c o u n t in g  
p r iv i l e g e .  S e c o n d , u n d e r  the  f r a c t io n a l  r e s e r v e  s y s te m  t h e r e  i s  
a lw a y s  a  p o s i t iv e  a m o u n t  o f e x c e s s  r e s e r v e s  th a t  th e  b a n k s  w ould  be  
w il l in g  to  u s e  to  o f f s e t  th e  im p a c t  of open  m a r k e t  s a l e s .  W hile  th e  
f i r s t  a s s u m p t io n  i s  v a l id ,  th e  se c o n d  a p p e a r s  to  b e  te n u o u s .  T h a t  
b a n k s '  d e m a n d  fo r  e x c e s s  r e s e r v e s  ( e x p r e s s e d  a s  a  p e r c e n ta g e  of 
d e p o s i t  l i a b i l i t i e s )  w ou ld  d e c l in e  in  r e s p o n s e  to  c o n t r a c t i o n a r y  m o n e ­
t a r y  p o l ic y  d o e s  n o t  s e e m  c e r t a in .  It i s  t r u e ,  h o w e v e r ,  t h a t  r i s i n g  
i n t e r e s t  r a t e s  ( a s s o c i a t e d  w ith  c o n t r a c t i o n a r y  m o n e t a r y  po licy )  w ould  
i n c r e a s e  th e  o p p o r tu n i ty  c o s t  of h o ld in g  e x c e s s  r e s e r v e s  an d  t h e r e ­
f o r e  in d u c e  the  b a n k s  to  h o ld  l e s s  of th e m . In  an y  e v en t ,  t h a t  th e  
v o lu m e  of a v a i la b le  e x c e s s  r e s e r v e s  w ould  b e  su f f ic ie n t  to  o f f s e t  any  
p a r t i c u l a r  o pen  m a r k e t  s a l e  s e e m s  ev en  l e s s  c e r t a i n .  S uch  w ould  b e  
th e  c a s e  on ly  w hen  a n  open  m a r k e t  s a le  h a d  a  r e l a t i v e l y  s m a l l  im p a c t  
on  n e t  f r e e  r e s e r v e s .
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t e m p o r a r i l y  av o id  th e  im p a c t  of c o n t r a c t i o n a r y  p o l ic y ,  v ia  r e s o r t  to 
r e d i s c o u n t in g ,  e n a b le s  the  F e d e r a l  R e s e r v e  B o a r d  to  u n d e r ta k e  
a c t io n  w ith  m in im a l  f e a r  of o v e r - c o r r e c t i o n .  U n d e r  100 p e r  c e n t  r e ­
s e r v e s ,  th e  c o g n iz a n c e  of th e  d i r e c t  e f f e c ts  of c o n t r a c t i o n a r y  p o l ic y  
m ig h t  be  e x p e c te d  to  r e s t r a i n  th e  m o n e ta r y  a u th o r i ty  fo r  f e a r  th a t  
an y  a c t io n  m a y  p r o v e  to be  e x c e s s iv e .
T h u s  th e  d i r e c t  e f fe c ts  o f m o n e ta r y  p o l ic y  u n d e r  th e  100 p e r  
c e n t  r e s e r v e  p la n  a r e  c la im e d  b y  i t s  c r i t i c s  to  b e  a  d e f e c t  an d  by  i t s  
p r o p o n e n t s - - e s p e c i a l l y  C u r r i e - - t o  b e  a n  a d v a n ta g e .  H o w e v e r ,  th e  
m a j o r  a d v o c a te s  of 100 p e r  c e n t  r e s e r v e  b an k in g  w e r e  e s s e n t i a l l y  
c o n c e rn e d  w ith  (1) b r e a k in g  th e  l in k  b e tw e e n  th e  v o lu m e  of s h o r t - t e r m  
le n d in g  an d  th e  s to c k  of m o n e y ,  an d  (2 ) c o n t r o l l in g  th e  s to c k  of m o n e y  
a c c o rd in g  to  s o m e  r u l e .  N e i th e r  F i s h e r  n o r  S im o n s  m a d e  a c a s e  
fo r  d i s c r e t i o n a r y  m o n e ta r y  p o l ic y  u n d e r  100 p e r  c e n t  r e s e r v e  b an k in g .
T h e  im p l i c a t i o n  of th e  c r i t i c s  i s  c l e a r .  W hile  100 p e r  c e n t  
r e s e r v e  b an k in g  w ould  h a v e  th e  a d v a n t a g e - - f o r  d i s c r e t i o n a r y  p o l ic y — 
of a  g r e a t e r  d e g r e e  of p r e c i s i o n ,  i t  w ould  a t  th e  s a m e  t im e  be su c h  
a n  e x t r e m e l y  s h a r p  i n s t r u m e n t  th a t  th e  w ro n g  p o l ic y  m ig h t  c o n ­
c e iv a b ly  b e  m o r e  d a m a g in g  th a n  th e  s a m e  w ro n g  p o l ic y  u n d e r  th e  
f r a c t io n a l  r e s e r v e  s y s te m .
D u r in g  th e  d e c a d e  of the  1930*s, the  t h e o r y  of 100 p e r  c e n t  
r e s e r v e  b an k in g  r e c e i v e d  th e  a t t e n t io n  of so m e  of the  m o s t  e m in e n t
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e c o n o m is ts  of th e  day ; i t  g a in e d  a  m o d ic u m  of p o p u la r  fo llow ing  
and  a t  one t im e  a  b i l l  w as  in t r o d u c e d  in to  b o th  h o u s e s  of C o n g r e s s  
d e s ig n e d  to  pu t  i t s  p r e c e p t s  in to  law . ^6
F r o m  a  t h e o r e t i c a l  p o in t  of v iew , th e  p la n  had  m u c h  m e r i t :
It p r o p o s e d  to  b r e a k  th e  l in k  b e tw e e n  th e  v o lu m e  of s h o r t - t e r m  d e b t  
an d  th e  v o lu m e  of c i r c u la t in g  m e d ia  and  to  r e m o v e  th e  p e r v e r s e  
e l a s t i c i t y  of m o n e y  in h e r e n t  in  th e  f r a c t io n a l  r e s e r v e  s y s te m .  F r o m  
a  l e g a l i s t i c  p o in t  of v iew , i t  r e p r e s e n t e d  a  m e a n s  of r e t u r n i n g  to  
the  F e d e r a l  g o v e rn m e n t  i t s  c o n s t i tu t io n a l  r i g h t  an d  du ty  to  i s s u e  
c u r r e n c y  and  r e g u l a t e  i t s  v a lu e .
H o w e v e r ,  th e  c la im s  of th e  p r o p o n e n ts  of th e  p la n  p r o v e d  
in  s o m e  c a s e s  to  be  o v e r ly  o p t im i s t i c .  F i s h e r ' s  c la im  th a t  th e  p la n  
w ould  p r e v e n t  in f la t io n  and  d e f la t io n  a n d  l a r g e l y  p r e v e n t  o r  c u r e  
d e p r e s s io n s  m a y  b e  c i te d  a s  a  c a s e  in  p o in t.  B o th  F i s h e r  and  
S im o n s  a d v o c a te d  c o n tro l l in g  the  s to c k  of m o n e y  w ith  th e  v iew  to  
s ta b i l i z in g  so m e  in d e x  of p r i c e s .  Y et, a s  su c h  c r i t i c s  a s  A n g e l l  
p o in te d  ou t, the  m o v e m e n t  of r e t a i l  p r i c e s  a n d  th e  s to c k  of m o n e y
k ^ F o r  e x a m p le ,  s e e  "100% R e s e r v e  P l a n  D ev e lo p in g  S tro n g  
S u p p o r t ,  "  W all  S t r e e t  J o u r n a l , F e b r u a r y  19, 1935
6 ^In  J u n e ,  1934, b i l l s  w e r e  in t ro d u c e d  in to  b o th  h o u s e s  of 
C o n g r e s s  by  S e n a to r  C u tt in g  an d  R e p r e s e n t a t i v e  W rig h t  P a t m a n  to  
r e q u i r e  100 p e r  c e n t  r e s e r v e s  a g a in s t  d e p o s i t s  s u b je c t  to  c h ec k .
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a r e  n o t  p r o p o r t io n a l ,  an d  su c h  a  b a s i s  fo r  p o l ic y  w ould  by  no m e a n s  
a s s u r e  s ta b i l i ty .  ^
T h a t  100 p e r  c e n t  r e s e r v e  b an k in g  w ould  r e s u l t  in  m o r e  
p r e c i s e  c o n t ro l  o v e r  th e  s to c k  o f m o n e y  w as  a d e q u a te ly  d e m o n s t r a t e d  
b y  F i s h e r ,  S im o n s ,  an d  C u r r i e .  T h a t  th e  p e r v e r s e  e l a s t i c i t y  of 
m o n e y  w ou ld  b e  r e m o v e d  w a s  n o t  r e f u te d .  B u t th e  q u e s t io n  of w h a t  
sh o u ld  b e  th e  p r o p e r  r u l e  of m o n e ta r y  p o l ic y  w as  n e v e r  r e s o lv e d .
T h o s e  who a g r e e d  th a t  d iv o rc in g  the  s to c k  of m o n e y  f r o m  
th e  v o lu m e  of s h o r t - t e r m  d e b t  w a s  d e s i r a b l e  w e r e  n e v e r  to a r r i v e  
a t  a n y  a g r e e m e n t  a s  to  a  p r o p e r  r u l e  o f  p o l ic y .  T o  F i s h e r ,  s t a b i l i ­
z a t io n  of th e  p u r c h a s in g  p o w e r  of th e  d o l l a r  w a s  the  n e c e s s a r y  and  
su f f ic ie n t  a n t i - c y c l i c a l  p o l ic y .  T o  S im o n s ,  g r e a t e r  s t a b i l i ty  w ould  
b e  a c h ie v e d  by  r e m o v in g  f r o m  b u s i n e s s  d e c i s io n s  s p e c u la t io n  a b o u t  
f u tu r e  m o n e t a r y  p o l ic y .  A n g e l l  a d v o c a te d  a  p o l ic y  d e s ig n e d  to  p r e ­
v e n t  e x c e s s  s a v in g s  a n d  in v e s tm e n t .  F o r  the  s u c c e s s f u l  e x e c u t io n  
of any  of t h e s e  p o l i c i e s ,  100 p e r  c e n t  r e s e r v e  b a n k in g  w ould h a v e  
b e e n  d e s i r a b l e ,  b u t  w h e th e r  o r  n o t  th e  s a m e  g o a ls  cou ld  be  j u s t  a s  
e f f e c t iv e ly  a c h ie v e d  u n d e r  f r a c t io n a l  r e s e r v e  b an k in g  w as  n e v e r  
a d e q u a te ly  a n s w e r e d ,
^ F o r  e x a m p le ,  A n g e l l ,  in  MT h e  100 P e r  C e n t  R e s e r v e  
P la n ,  " p . 21, c i t e s  th e  fo llo w in g  s t a t i s t i c s :  D u r in g  th e  p e r io d  
1896-1906, r e t a i l  food p r i c e s  i n c r e a s e d  25 p e r  c e n t  w h ile  th e  s to c k  of 
m o n e y  i n c r e a s e d  b y  67 p e r  c e n t .  D u r in g  1906-1914 the  s to c k  of m o n e y  
a n d  th e  w h o le s a le  p r i c e  in d e x  i n c r e a s e d  l e s s  th a n  10 p e r  c en t ,  w h ile  
r e t a i l  food p r i c e s  i n c r e a s e d  30 p e r  cen t .  D u r in g  1926-1929, r e t a i l  
food p r i c e s  f e l l  w h ile  th e  s to c k  of m o n e y  i n c r e a s e d .
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If m o n e t a r y  p o l ic y  w e r e  to c o n tin u e  to  be  d i s c r e t i o n a r y  
u n d e r  th e  100 p e r  c e n t  p la n ,  th e n  the  r e s u l t s  co u ld  p o s s ib ly  be  to 
w e a k e n  r a t h e r  th a n  to  s t r e n g th e n  the  m o n e t a r y  a u th o r i ty .  P o l i c y  
a im e d  a t  p r e v e n t in g  o r  c o u n te r in g  in f la t io n a r y  m o v e m e n ts ,  i f  e x e ­
c u te d  in  e x c e s s iv e  m a g n i tu d e s ,  c o u ld  w e l l  b e  d i s a s t r o u s .  T h is  
p o s s ib i l i ty  co u ld  v e r y  w e l l  t i e  the  h a n d s  of p o l i c y - m a k e r s  an d  r e s u l t  
in  a  p o l ic y  by  d e fa u l t  of m a in ta in in g  a  f ix e d  s to c k  of m o n e y  w h ich , 
a s  S im o n s  p o in te d  ou t, w ould  b e  e f fe c t iv e  on ly  w h e r e  p e r f e c t  w a g e -  
p r i c e  f l e x ib i l i ty  e x is te d .
T h e  t h e o r y  of 100 p e r  c e n t  r e s e r v e  b an k in g  i m p l i e s  m o n e ­
t a r y  p o l ic y  b y  r u l e s  r a t h e r  th a n  b y  a u th o r i t i e s .  T h e  e c o n o m is ts  of 
th e  1930*s, in  t h e i r  d e b a te  o v e r  100 p e r  c e n t  r e s e r v e  b a n k in g ,  r e ­
o p e n ed  th e  q u e s t io n  o f r u l e s  v e r s u s  a u th o r i t i e s ,  b u t  e x h a u s t iv e  
e x a m in a t io n  of th e  q u e s t io n  w a s  n o t  to  b e  u n d e r t a k e n  u n t i l  th e  
1940*8 an d  1950 's  b y  su c h  e c o n o m is t s  a s  M il to n  F r i e d m a n ,  R i c h a r d  
S e ld e n ,  L lo y d  M in ts ,  a n d  C l a r k  W a rb u r to n .
T h e  m a j o r  c o n t r ib u t io n  of the  100 p e r  c e n t  r e s e r v i s t s  of 
th e  1930*s w as  to  fo c u s  a t t e n t io n  on  the  d e fe c t s  of th e  m o n e ta r y  a n d  
b a n k in g  s y s t e m  e x ta n t .  B o th  F i s h e r  a n d  S im o n s  w e r e  c r i t i c a l  of the  
go ld  s t a n d a r d ,  an d  t h e i r  r e f o r m  p r o p o s a l s  w e r e  a s  m u c h  s c h e m e s  
f o r  d iv o r c in g  th e  d o m e s t i c  m o n e y  su p p ly  f r o m  in te r n a t io n a l  gold 
f low s a s  th e y  w e r e  s c h e m e s  f o r  d iv o rc in g  th e  s to c k  of m o n e y  f r o m  
th e  v o lu m e  of s h o r t - t e r m  d e b t .  B o th  F i s h e r  an d  S im o n s  m a y  be
c r e d i t e d  w ith  fo c u s in g  a t te n t io n  on th e  p o te n t i a l ly  d e s ta b i l i z in g  
e f fe c ts  of a  l a r g e  v o lu m e  of s h o r t - t e r m  d e b t,  a n d  t h e i r  r e s e r v e  
p r o p o s a l s  w e r e  a im e d  a t  i t s  u l t im a te  r e d u c t io n .  T h e  c r u c i a l  t e s t  
of th e  d e s i r a b i l i t y  of th e  p la n  would l ie  in  i t s  e ffe c t  upon th e  v o lu m e  
of s h o r t - t e r m  d e b t ,  an d  if  s h o r t - t e r m  d e b t  w ou ld  in  f a c t  b e  r e d u c e d  
a s  a  r e s u l t  of th e  plan*s in s t i tu t io n ,  th e n  o n e - - th o u g h  o n ly  o n e — 
c a u s e  of c y c l ic a l  d i s t u r b a n c e s  w ould  be  m i t ig a te d .
C H A P T E R  V
C O N T E M P O R A R Y  P R O P O N E N T S  O F  100 P E R  C E N T  
R E S E R V E  BANKING: T H E  CHICAGO SCHOOL
T h e  th e o r y  of 100 p e r  c e n t  r e s e r v e  b an k in g  h a s  s u rv iv e d  
in to  the  1 9 6 0 ' s  th ro u g h  th e  e f fo r t s  of th o se  e c o n o m is ts  g e n e r a l ly  
r e f e r r e d  to  a s  q u a n ti ty  t h e o r i s t s  of the  "C h ic a g o  Schoo l. " T h e  e c o ­
n o m ic  c o l l a p s e  of the  e a r l y  1930 's , c o m b in ed  w ith  th e  " K e y n e s ia n  
r e v o lu t io n "  in  e c o n o m ic  th e o ry ,  r e s u l t e d  in  a  d e c l in e  of a c a d e m ic  
i n t e r e s t  in  m o n e ta r y  e c o n o m ic s .  W ith  th i s  d e c l in e ,  th e  i n t e r e s t  in  
100 p e r  c e n t  r e s e r v e  b an k in g  b e c a m e  v i r t u a l l y  n o n e x is te n t  by  th e  
e a r l y  1940 's .  In th e  w o rd s  of M il to n  F r i e d m a n ,
C h ic a g o  w a s  o n e  of the  few  a c a d e m ic  c e n t e r s  a t  
w h ich  th e  q u a n ti ty  th e o r y  co n tin u ed  to  b e  a c e n t r a l  
an d  v ig o ro u s  p a r t  of the  o r a l  t r a d i t i o n  th ro u g h o u t  
th e  1930 's  a n d  1 940 's .  . . . T h e  q u a n ti ty  th e o r y  
th a t  r e t a in e d  th i s  r o l e  d i f f e r e d  s h a r p ly  f r o m  the 
a t r o p h ie d  a n d  r i g id  c a r i c a t u r e  th a t  i s  so  f r e q u e n t ly  
d e s c r i b e d  b y  the  p ro p o n e n ts  of th e  new  i n c o m e -  
e x p e n d i tu re  a p p ro a c h .  . . .  A t C h ica g o , H e n r y  
S im o n s  a n d  L loyd  M in ts  d i r e c t l y ,  F r a n k  K n igh t 
and  J a c o b  V in e r  a t  one r e m o v e ,  ta u g h t  an d  d e v e lo p e d  
a  m o r e  su b t le  a n d  r e l e v a n t  v e r s io n ,  one  in  w h ich  the  
q u a n ti ty  t h e o r y  w a s  c o n n e c te d  an d  in te g r a t e d  w ith  
g e n e r a l  p r i c e  t h e o r y  an d  b e c a m e  a f le x ib le  a n d  
s e n s i t iv e  to o l  fo r  i n t e r p r e t i n g  m o v e m e n ts  in  a g g r e g a te
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e c o n o m ic  a c t iv i ty  an d  fo r  d e v e lo p in g  r e l e v a n t  
p o l ic y  p r e s c r i p t i o n s .  . . .  I t  w a s  a  t h e o r e t i c a l  
a p p r o a c h  th a t  i n s i s t e d  th a t  m o n e y  d o e s  m a t t e r .  . . . *
P r o f e s s o r  F r i e d m a n  h a s  b e e n  f o r e m o s t  a m o n g  the  " C h ic a g o
S ch o o l"  e c o n o m is ts  in  r e f o c u s in g  a t t e n t io n  on  th e  r o l e  of m o n ey .
T h ro u g h  h is  p r o l i f i c  w r i t in g s ,  h is  w o rk  m a y  be  c o n s id e r e d  the
h ig h e s t  s ta g e  of d e v e lo p m e n t  of th e  C h ic a g o  a p p ro a c h .  M a n y  o f th e
id e a s  e m b o d ie d  in  h i s  m a n y  p u b l is h e d  w o rk s  o r ig in a te d ,  a s  h e  r e a d i l y
a d m i t te d ,  w ith  h i s  i n te l l e c tu a l  f o r e f a t h e r s .  T h e  b a s i c  a n a l y s i s  of
the  r e l a t i o n s h ip  b e tw e e n  th e  v o lu m e  of s h o r t - t e r m  d e b t  an d  m o n e ta r y
s ta b i l i ty ,  th e  i n h e r e n t  in s t a b i l i t y  o f f r a c t i o n a l  r e s e r v e  b an k in g ,  th e
u n d e s i r a b i l i t y  of th e  i n te r n a t io n a l  go ld  s t a n d a r d ,  an d  the  d a n g e r s  of
d i s c r e t i o n a r y  m o n e t a r y  p o l ic y  a r e  a l l  i d e a s  w h ich  h av e  had  t h e i r
o r ig in  in  th e  w o rk s  of H e n r y  S im o n s^  an d  L lo y d  M in ts ,  ^
F u r t h e r m o r e ,  F r i e d m a n  s h a r e d  w ith  M in ts  a n d  S im o n s  a
p h i lo s o p h ic a l  c o n v ic t io n  th a t  c o m p e t i t iv e  c a p i t a l i s m  i s  b o th  b a s i c a l l y
s ta b le  an d  a  n e c e s s a r y  r e q u i s i t e  to  b o th  m a t e r i a l  w e l l - b e in g  and
^M ilton  F r i e d m a n ,  " T h e  Q u a n t i ty  T h e o r y  of M o n e y - - A  R e ­
s t a te m e n t ,  "  E s s a y s  in  th e  Q u a n t i ty  T h e o r y  of M o n e y , ed. M il to n  
F r i e d m a n  (New Y ork : M c G r a w - H i l l  B ook  C o m p an y , Inc . , 1956), 
p. 3.
2
S u p r a , pp. 5 4 -7 3 .
L lo y d  M in ts ,  A  H i s to r y  of B an k in g  T h e o r y  (C h icag o :  T h e  
U n iv e r s i ty  of C h ic a g o  P r e s s ,  1945), 319 pp . ; an d  M in ts ,  M o n e ta ry  
P o l i c y  fo r  a^  C o m p e t i t iv e  S o c ie ty  (New Y ork : M c G ra w - H i l l  B ook  
C o m p an y , Inc . , 1950), 265 pp.
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in d iv id u a l  l i b e r ty .  ^ Y et F r i e d m a n  h a s  no t b e e n  a m e r e  p o p u la r i z e r  
of the  id e a s  of h is  t e a c h e r s ;  he  h a s  added  s ig n if ic a n t ly  to  t h e i r  w o rk  
in  bo th  the  a r e a s  of t h e o r e t i c a l  and  e m p i r i c a l  r e s e a r c h .  F o r  th e s e  
r e a s o n s ,  the  fo llow ing  t r e a tm e n t  of c o n te m p o r a r y  p ro p o n e n ts  of 100 
p e r  c e n t  r e s e r v e  bank ing  w ill  be  a lm o s t  e x c lu s iv e ly  d i r e c t e d  a t  the  
w o rk  of M il to n  F r i e d m a n .
F r i e d m a n ^  F i r s t  P r o p o s a l :  "A M o n e ta ry  and
F i s c a l  F r a m e w o r k  fo r  E c o n o m ic  S ta b i l i ty "
P r o f e s s o r  F r i e d m a n ’s f i r s t  p u b l is h e d  ad v o ca cy  of 100 p e r  
c e n t  r e s e r v e  bank ing  w as  in  h is  1948 a r t i c l e ,  "A  M o n e ta ry  and  F i s c a l  
F r a m e w o r k  f o r  E co n o m ic  S ta b i l i ty .  In th is  w o rk  F r i e d m a n  a t ­
te m p te d  to  . . d e s ig n  a  f r a m e w o r k  th a t  w ould be a p p ro p r i a te  fo r  
a w o r ld  in  w h ich  c y c l ic a l  m o v e m e n ts ,  o th e r  th an  th o se  in tro d u c e d  by  
'b a d '  m o n e ta r y  and  f i s c a l  a r r a n g e m e n t s ,  w e re  of no c o n se q u e n c e .
^ F r i e d m a n ’s c o m p le te  p o l i t i c a l - e c o n o m ic  p h i lo so p h y  is  m o s t  
c l e a r l y  s ta te d  in  h is  C a p i ta l i s m  and  F r e e d o m  (C hicago: T he U n iv e r ­
s i ty  of C h ica g o  P r e s s ,  1962), 202 pp . , w h ich  m a y  be  c o n s id e r e d  a 
c o m p a n io n  p ie c e  to  H e n ry  S im o n s ' A  P o s i t iv e  P r o g r a m  fo r  L a i s s e z  
F a i r e .
^M ilton  F r i e d m a n ,  "A  M o n e ta ry  and  F i s c a l  F r a m e w o r k  fo r  
E c o n o m ic  S ta b i l i ty ,  " A m e r ic a n  E c o n o m ic  R ev iew , XXXVIII (June , 
1948), 2 4 5 -264 ; a l s o  r e p r i n t e d  in  A m e r ic a n  E c o n o m ic s  A s s o c ia t io n ,  
R e a d in g s  in  M o n e ta ry  T h e o ry ,  ed . F r i e d r i c h  A . L u tz  and  L lo y d  M in ts  
(New Y ork : T he  B la k is to n  C o m p an y , 1951), pp . 369-393 ; and  in  
F r i e d m a n ,  E s s a y s  in  P o s i t iv e  E c o n o m ic s  (C hicago: The U n iv e rs i ty
of C h ica g o  P r e s s ,  1953), pp. 133-156. A ll r e f e r e n c e s  fo llow ing  r e f e r  
to  the  A m e r i c a n  E co n o m ic  R ev iew .
6lbid. , p. 245.
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T h e  l o n g - r u n  o b je c t iv e s  of h i s  p la n  w e r e  p o l i t i c a l  f r e e d o m ,  e c o n o m ic  
e f f ic ie n c y ,  and  s u b s ta n t ia l  e q u a l i ty  of e c o n o m ic  p o w e r ,  w h ich  in  h is  
v iew  co u ld  b e  b e s t  a t t a in e d  b y  r e ly in g  on th e  c o m p e t i t iv e  m a r k e t  
m e c h a n i s m .  H o w e v e r ,  he  d e e m e d  i t  n e c e s s a r y  th a t  g o v e rn m e n t  
. . p r o v id e  a  m o n e t a r y  f r a m e w o r k  fo r  a  c o m p e t i t iv e  o r d e r  s in c e  
th e  c o m p e t i t iv e  o r d e r  c a n n o t  p r o v id e  one  fo r  i t s e l f .  A nd , he  
a d d ed , " T h is  m o n e t a r y  f r a m e w o r k  sh o u ld  o p e r a t e  u n d e r  th e  1 r u l e  
of law  1 r a t h e r  th a n  th e  d i s c r e t i o n a r y  a u th o r i ty  of a d m in i s t r a to r s . " ®
T h e  F r a m e w o r k
H is  p la n  to  a c h ie v e  th e  p r e s c r i b e d  g o a ls  fo l lo w ed  a lo n g  l in e s  
s u g g e s te d  e a r l i e r  b y  H e n r y  S im o n s .  F i r s t ,  h e  p ro p o s e d  r e f o r m  of 
th e  m o n e y  an d  b ank ing  s y s te m  to  . . e l im in a te  b o th  th e  p r iv a t e  
c r e a t i o n  o r  d e s t r u c t io n  of m o n e y  an d  d i s c r e t i o n a r y  c o n t r o l  of the  
q u a n ti ty  of m o n e y  by c e n t r a l  b a n k  a u th o r i ty .  "9 S eco n d , a  g o v e r n ­
m e n t  e x p e n d i tu r e  p o l ic y  e x c lu d in g  t r a n s f e r  p a y m e n ts  w a s  to  b e  b a s e d  
on  th e  c o m m u n i ty 's  d e s i r e  an d  w i l l in g n e s s  to  p a y  fo r  g o v e rn m e n t  
s e r v i c e s .  C h a n g e s  in  th e  l e v e l  of e x p e n d i tu r e s  w e r e  to  b e  m a d e  on ly  
in  r e s p o n s e  to  c h a n g e s  in  th e  p u b l i c 's  d e m a n d  f o r  g o v e rn m e n t
s e r v i c e s ,  r a t h e r  th a n  in  r e s p o n s e  to  c y c l ic a l  f lu c tu a t io n s  in  e c o n o m ic  
a c t iv i ty .  T h i r d ,  a  s y s te m  of t r a n s f e r  p a y m e n t s - - s u c h  a s  th e
Tlbid. , p. 246. 
9 lb id , , p . 247.
®Ibid.
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e x is t in g  s o c i a l  s e c u r i t y  p r o g r a m — w a s to  p r o v id e  fo r  any r e d i s t r i ­
b u t io n  of in c o m e  d e e m e d  d e s i r a b l e  b y  so c ie ty ,  b u t  th e  v o lu m e  of su c h  
p a y m e n ts  w ould  b e  d e te r m in e d  a u to m a t i c a l ly ,  n o t  v a r i e d  b y  d i s ­
c r e t i o n a r y  a u t h o r i t i e s  in  r e s p o n s e  to  c y c l ic a l  f lu c tu a t io n s .  F o u r th ,  
a  p r e d e t e r m i n e d  p r o g r a m  of g o v e rn m e n t  e x p e n d i tu r e s  and  t r a n s f e r  
p a y m e n ts  w ould  b e  f in a n c e d  b y  a  p r o g r e s s i v e  t a x  s y s te m  w h ich  p la c e d  
p r i m a r y  r e l i a n c e  on the  p r o g r e s s i v e  in c o m e  tax .
U n d e r  th i s  f o u r - p o in t  p r o g r a m ,  b o th  m o n e t a r y  an d  f i s c a l  
p o l ic y  w ould  o p e r a t e  a u to m a t ic a l ly ,  F r i e d m a n  c o n te n d e d ,  in  a  
f a s h io n  th a t  w ould  ten d  to  d a m p e n  th e  a m p l i tu d e  of c y c l ic a l  f lu c ­
tu a t io n s .  T h e  ta x  s t r u c t u r e ,  he s u g g e s te d ,  cou ld  b e  d e s ig n e d  so 
th a t  th e  y ie ld  a t  fu l l  e m p lo y m e n t  w ould  (1) b a la n c e  the  b u d ge t ( in ­
c lu d in g  t r a n s f e r  p a y m e n ts )  o r  (2 ) r e s u l t  in  a  d e f i c i t  s u f f ic ie n t  to  
p r o v id e  fo r  s o m e  sp e c i f ie d  s e c u l a r  i n c r e a s e  in  th e  s to c k  of m o n ey . 
D u r in g  p e r i o d s  w hen  m o n e y  in c o m e  w as  d e c l in in g ,  th e  v o lu m e  of 
t r a n s f e r  p a y m e n ts  w ould  i n c r e a s e ,  ta x  r e v e n u e  w ould  fa l l ,  an d  a 
d e f i c i t  b u d g e t  w ou ld  e n su e .  D u r in g  p e r i o d s  w hen  m o n e y  in c o m e  
w a s  r i s i n g ,  th e  p r o c e s s  w ould  b e  r e v e r s e d .  T a x  r e v e n u e s  w ould 
i n c r e a s e  w hile  t r a n s f e r  p a y m e n ts  d e c r e a s e d .
W ith  100 p e r  cen t  r e s e r v e  b an k in g  p r e v e n t in g  th e  s to c k  of 
m o n e y  f r o m  v a ry in g  w ith  th e  v o lu m e  of s h o r t - t e r m  d e b t,  c h a n g e s  in  
th e  s to c k  of m o n ey  w ould  o c c u r  a u to m a t i c a l ly .  D u r in g  p e r io d s  of
iOlbid. , pp. 247-248.
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fu l l  e m p lo y m e n t ,  th e  s to c k  of m o n e y  w ould  i n c r e a s e  a t  a  p r e d e t e r ­
m in e d  r a t e  i f  th e  " fu l l  e m p lo y m e n t"  b u d g e t  p r o v id e d  fo r  th e  n e c e s ­
s a r y  d e f ic i t .  D u r in g  c y c l ic a l  c o n t r a c t io n s ,  th e  s to c k  of m o n e y  would 
i n c r e a s e  m o r e  r a p i d l y  th a n  th e  p r e d e t e r m i n e d  r a t e  a s  th e  d e f i c i t s  
i n c r e a s e d .  D u r in g  c y c l ic a l  e x p a n s io n s ,  th e  r a t e  of m o n e y  g ro w th  
w ould  d e c l in e  a s  d e f ic i t s  w e r e  re d u c e d M  W hile  t h e o r e t i c a l ly  ( a s ­
su m in g  s t a b le  p r i c e s ) ,  s u r p lu s  b u d g e ts  cou ld  n o t  o c c u r ,  s h o r t - r u n  
s h i f t s  in  th e  p u b l i c 's  d e m a n d  fo r  m o n e y  c o u ld  r e s u l t  in  r i s i n g  v e lo c i ty  
a n d  in f la t io n a r y  p r e s s u r e s .  U n d e r  th e s e  c i r c u m s t a n c e s ,  t a x  r e v e ­
n u e s  m ig h t  b e  e x p e c te d  to  r i s e  to  a n  e x te n t  th a t  w ould  m o r e  th an  
o f f s e t  the  b u i l t - i n  fu l l  e m p lo y m e n t  d e f ic i t .
F r i e d m a n  a d v o c a te d  th a t  d e f i c i t s  be  f in a n c e d  e n t i r e ly  b y  
th e  i s s u a n c e  of new  m o n e y  (o r  n o n - i n t e r e s t - b e a r i n g  s e c u r i t i e s ) .
T h is  p o l ic y ,  c o m b in e d  w ith  a  p r o h ib i t io n  a g a i n s t  F e d e r a l  R e s e r v e  
o p e n  m a r k e t  o p e r a t io n s  an d  the  e l im in a t io n  of th e  r e d i s c o u n t in g  
m e c h a n i s m ,  w ould  l i m i t  c o n t r o l  o v e r  th e  s to c k  of m o n e y  to  the  
fu n c t io n in g  of the  a u to m a t ic  f i s c a l  p o l ic y .  T h e  a u to m a t i c i t y  of th e  
f i s c a l  a r r a n g e m e n t s  w ould  r e s u l t  in  g o v e r n m e n t 's  im p a c t  on a g g r e ­
g a te  d e m a n d  b e in g  c l e a r l y  a n t i - c y c l i c a l .  W ith  th e  q u a n ti ty  of m o n e y  
b e in g  d e te r m in e d  by  the  r e q u i r e m e n t s  of d o m e s t i c  s t a b i l i ty  r a t h e r
Ulbid. , p. 251.
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th a n  in te r n a t io n a l  gold  f lo w s , i t  lo g ic a l ly  fo llow ed  th a t  f le x ib le  e x ­
ch an g e  r a t e s  w ould b e  a  n e c e s s a r y  p r e r e q u i s i t e  to  F r i e d m a n 's  p r o ­
posal,-
In s t i tu t io n a l  L im i ta t io n s  to  F r i e d m a n 's  P l a n
H o w ev e r ,  F r i e d m a n  e x p r e s s e d  d o u b ts  ab o u t  th e  e f f ic a c y  of
h i s  p r o g r a m  to  p r o m o te  th e  d e s i r e d  e c o n o m ic  s t a b i l i ty  u n d e r  e x is t in g
in s t i tu t io n a l  a r r a n g e m e n t s :
. . .  i t  i s  n o t  a t  a l l  c l e a r  th a t  th e y  /H ie  fo u r  p o in ts  
of h is  p r o g r a m ^  w ould , w ith o u t  a d d i t io n a l  i n s t i ­
tu t io n a l  m o d i f i c a t io n s ,  n e c e s s a r i l y  l e a d  e i t h e r  to  
r e a s o n a b l y  fu l l  e m p lo y m e n t  o r  to  a  r e a s o n a b l e  
d e g r e e  of s ta b i l i ty .  R ig id i t i e s  in  p r i c e s  a r e  l ia b le  
to  m a k e  th is  p r o p o s a l  . . . i n c o n s i s t e n t  w ith  
r e a s o n a b l y  fu l l  e m p lo y m e n t :  a n d ,  w hen  c o m b in e d  
w ith  l a g s  in  o th e r  ty p e s  of r e s p o n s e ,  to r e n d e r  
e x t r e m e l y  u n c e r t a i n  t h e i r  e f f e c t iv e n e s s  in  s t a b i ­
l iz in g  e c o n o m ic  a c t iv i ty .  ^
F o r  e x a m p le ,  a s s u m in g  a  c o n d it io n  of fu l l  e m p lo y m e n t ,  a  
w ag e  i n c r e a s e  fo r  so m e  p a r t i c u l a r  ty p e  of l a b o r  b r o u g h t  a b o u t  by  
e i t h e r  a  u n io n  m o n o p o ly  o r  i n c r e a s e d  d e m a n d  w ould  r e s u l t  in  th a t  
p a r t i c u l a r  g r o u p 's  r e c e iv in g  a  l a r g e r  a g g r e g a t e  m o n e y  in c o m e ,  and  
a s s u m in g  w age  r i g i d i t i e s  d o w n w ard ,  a l l  o th e r  w o r k e r s  w ou ld  r e c e i v e  
th e  s a m e  a g g r e g a t e  m o n e y  in c o m e  a s  b e fo r e .  H o w e v e r ,  c o n tin u ed
12P r o f e  s s o r  F r i e d m a n 's  c a s e  fo r  f le x ib le  e x c h a n g e  r a t e s  a s  
th e  m o s t  d e s i r a b l e  of i n t e r n a t i o n a l  m o n e t a r y  a r r a n g e m e n t s  i s  m a d e  
in  h i s  E s s a y s  in  P o s i t i v e  E c o n o m ic s , pp . 157-203.
^ F r i e d m a n ,  "A  M o n e ta r y  and  F i s c a l  F r a m e w o r k  fo r  E c o ­
n o m ic  S ta b i l i ty ,  " p. 253.
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F r i e d m a n ,  th i s  co u ld  b e  s u s ta in e d  o n ly  a t  the  e x p e n s e  o f i n c r e a s e s  
in  th e  p r i c e  l e v e l  an d  a g g r e g a t e  m o n e y  in c o m e .  B u t  u n d e r  th e  a u to ­
m a t i c  f i s c a l  a r r a n g e m e n t s ,  t h e r e  w ould  b e  a  t e n d e n c y  fo r  th e  g o v e r n ­
m e n t  to  in c u r  a  s u r p lu s  b u d g e t  a s  t a x  r e v e n u e  i n c r e a s e d  a n d  t r a n s f e r  
p a y m e n ts  d e c r e a s e d .  T h e s e  in f la t i o n a r y  e f f e c t s  w ould  r e s u l t  in  a  
d e c l in e  in  e m p lo y m e n t  u n l e s s  w a g e s  a n d  p r i c e s  w e r e  a l lo w e d  to  f a l l ,  
w h ich  th e y  w ould  no t, o f c o u r s e ,  a s  a  r e s u l t  of w a g e - p r i c e  r i g i d i ­
t i e s .
T h e  p r e s e n c e  of l a g s  in  r e s p o n s e  to  c h a n g e s  in  f i s c a l  and  
m o n e t a r y  p o l ic y  w ould  l ik e w is e  d e t e r  th e  e f f ic ie n c y  of F r i e d m a n ' s  
p r o p o s a l .  F r i e d m a n 's  a n a l y s i s  in  "A  M o n e ta ry  a n d  F i s c a l  F r a m e ­
w o rk .  . . " w a s  b a s e d  upon  t h r e e  ty p e s  of la g s :  f i r s t ,  th e  la g  
b e tw e e n  th e  n e e d  f o r  a c t io n  a n d  th e  r e c o g n i t io n  o f n eed ;  s e c o n d ,  the  
lag  b e tw e e n  r e c o g n i t io n  an d  th e  ta k in g  of a c t io n ;  a n d  t h i r d ,  th e  lag  
b e tw e e n  th e  ta k in g  of a c t io n  a n d  i t s  e f f e c t s .  15
U n d e r  a u to m a t i c  f i s c a l  a n d  m o n e t a r y  p o l ic y  a r r a n g e m e n t s ,  
t h e  f i r s t  lag  w ou ld  n o t  e x i s t ,  b u t  the  se c o n d  w ould  r e m a i n  b e c a u s e  
", . . a l l  t a x e s  w il l  n o t  o r  c a n n o t  b e  c o l le c te d  a t  th e  s o u r c e  s i m u l ­
t a n e o u s ly  w ith  th e  a s s o c i a t e d  p a y m e n ts ,  a n d  t r a n s f e r  p a y m e n ts  w il l  
n o t  o r  c a n n o t  b e  m a d e  i m m e d ia t e l y  w ith o u t  s o m e  k in d  of a  w a i t in g  
p e r i o d  o r  p r o c e s s i n g  p e r io d .
14Ibid. , p. 254. 15Ibid. , p. 255. 16Ibid.
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T he  t h i r d  typ e  of l a g - - b e tw e e n  th e  ta k in g  of a c t io n  an d  i t s  
e f f e c t s - - w o u ld  be  p r e s e n t  u n d e r  d i s c r e t i o n a r y  o r  a u to m a t ic  p o lic y ,  
and  " ,  . . l i t t l e  if an y th in g  c an  be done ab o u t i t  by  e i t h e r  l e g a l  o r  
a d m i n i s t r a t i v e  r e f o r m  of the  f i s c a l  an d  m o n e ta r y  s t r u c t u r e .  "17
T h e  O p e ra t io n  of F r i e d m a n 's  P l a n  U n d e r  Id e a l  C o n d it io n s
F r i e d m a n  c o n te n d e d ,  h o w e v e r ,  th a t  im p le m e n ta t io n  of h is  
p r o p o s a l  in  an  e c o n o m y  w h e re  p r i c e s  a r e  f l e x i b l e l S  and  l a g s  in  r e ­
s p o n s e  a r e  m in o r  w ould  r e s u l t  in  a  te n d e n c y  to w a rd  e q u i l ib r iu m  
c h a r a c t e r i z e d  by  r e a s o n a b ly  fu l l  e m p lo y m e n t  and  a  b a la n c e d  b u d g e t .  19 
F o r  e x a m p le ,  sh o u ld  a  d e c l in e  in  a g g r e g a te  d e m a n d  o c c u r  a t  fu l l  
e m p lo y m e n t ,  the  r e s u l t i n g  u n e m p lo y m e n t  w ou ld  l e a d  in  an  i n c r e a s e  
in  t r a n s f e r  p a y m e n ts ,  r e d u c e d  g o v e rn m e n t  r e c e i p t s ,  and  a  b u d g e t  
d e f ic i t ,  w h ic h  in  t u r n  w ould  o f f s e t  the  d e c l in e  in  a g g r e g a te  d e m a n d .
In  a d d it io n ,  the  d e c l in e  in  p r i c e s  a s s o c i a t e d  w ith  the  in i t i a l  d e c l in e  
of a g g r e g a t e  d e m a n d  w ould  r e s u l t  in  a n  i n c r e a s e  in  the  r e a l  v a lu e  of
l ^ l b i d . , p .  256.
l ^ F r i e d m a n  d e f in e d  the  t e r m  " f le x ib le  p r i c e s "  a s  m e a n in g  
" .  . . a  ' s u b s t a n t i a l 1 r a n g e  of p r i c e s  th a t  a r e  n o t  'r ig id *  b e c a u s e  of 
l o n g - t e r m  c o n t r a c t s  o r  o r g a n iz e d  n o n - c o n t r a c t u a l  a g r e e m e n t s  to  
m a in t a in  p r i c e  an d  th a t  t h e s e  p r i c e s  sh o u ld  r e a c t  r e a s o n a b ly  q u ic k ly  
to  c h a n g e s  in  l o n g - r u n  c o n d i t io n s  of d e m a n d  o r  su p p ly .  " I b id . , 
p . 258fn.
19T he t e r m  " b a la n c e d  b u d g e t"  a s  u s e d  h e r e  c a n  be  d e f in e d  
a s  e i t h e r  one in  w h ic h  e x p e n d i tu r e s  e q u a l  r e v e n u e ,  o r  one in  w h ich  
e x p e n d i tu r e s  e q u a l  r e v e n u e s  p lu s  a  d e f ic i t  d e s ig n e d  to  p ro v id e  fo r  
s e c u l a r  g ro w th  of the  m o n e y  su p p ly .
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th e  c o m m u n i ty 's  a s s e t  h o ld in g s .  T h is ,  c o m b in e d  w ith  an  i n c r e a s e  in
th e  s to c k  of m o n e y  a s s o c i a t e d  w ith  th e  d e f ic i t  bu d g e t,  would a c t  to  
i n c r e a s e  a g g re g a te  d e m a n d  v ia  th e  nP ig o u  e ffec t ,  M i. e. , i n c r e a s e d  
a s s e t  v a lu e s  w ould  r e d u c e  the  n e e d  fo r  a d d it io n a l  s a v in g s  and  in ­
c r e a s e  the  a v e r a g e  p r o p e n s i ty  to c o n su m e . T he  i n c r e a s e  in  th e  
a v e r a g e  p r o p e n s i ty  to  c o n su m e , c o m b in ed  w ith  an  i n c r e a s e  in  the  
s to c k  of m o ney , w ould  r e s u l t  in  r i s i n g  p r i c e s .  T h e  e q u i l ib ra t in g  
p r o c e s s  w ould  end  w hen  p r i c e s  h a d  r i s e n  su f f ic ie n t ly  to  y ie ld  a 
b a la n c e d  bu d g e t.  2®
F r i e d m a n  w a rn e d  th a t  h is  p r o p o s a l  d id  no t c la im  to p ro v id e  
fu l l  e m p lo y m e n t  in  th e  a b s e n c e  of p r i c e  f le x ib i l i ty ,  n o r  to  e n t i r e ly  
e l im in a te  c y c l ic a l  f lu c tu a t io n s  in  ou tpu t an d  e m p lo y m e n t .  He e m ­
p h a s iz e d  tha t:
I t s  c la im  to s e r io u s  c o n s id e r a t io n  i s  th a t  i t  p r o ­
v id e s  a  s ta b le  f r a m e w o r k  of f i s c a l  and  m o n e ta ry  
a c t io n ,  th a t  i t  l a r g e ly  e l im in a te s  th e  u n c e r t a in ty  
and  u n d e s i r a b le  p o l i t i c a l  im p l ic a t io n s  of d i s ­
c r e t i o n a r y  a c t io n  by  g o v e rn m e n ta l  a u th o r i t i e s ,  
th a t  i t  p r o v id e s  fo r  a d a p ta t io n  of th e  g o v e rn m e n ta l  
s e c to r  to  ch an g e s  o c c u r r in g  in  o th e r  s e c t o r s  of 
the  eco n o m y  of a  k ind  d e s ig n e d  to o f f s e t  the  e ffe c ts  
of th e s e  c h a n g e s ,  and  th a t  th e  p ro p o s e d  f i s c a l  and  
m o n e ta r y  f r a m e w o r k  i s  c o n s i s t e n t  w ith  the  lo n g -  
r u n  c o n s id e r a t io n s  s t a te d  a t  the  o u t s e t  of th is  
p a p e r .  2^
In "A  M o n e ta ry  and  F i s c a l  F r a m e w o r k .  . . " F r i e d m a n  w a s  
p r i m a r i l y  c o n c e rn e d  w ith  the  p r e s e n ta t io n  of the  b ro a d  o u t l in e s  of
20Ib id . , pp . 259-261. 2l l b i d . , p . 263.
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h i s  p r o p o s a l  r a t h e r  th a n  th e  d e ta i l e d  a n a ly s i s  o f i t s  c o m p o n e n t  p a r t s .  
T h e r e f o r e ,  h is  t r e a t m e n t  of 100 p e r  c e n t  r e s e r v e  b an k in g  w as  r a t h e r  
e le m e n ta r y .
F r i e d m a n  v ie w e d  100 p e r  c e n t  r e s e r v e  b an k in g  a s  n e c e s s a r y  
to  th e  c o m p le te  a u to m a t i c i t y  o f h i s  p ro p o s e d  p lan ;  h o w e v e r ,  he  c o n ­
c e d e d  th a t  u n d e r  a  d i s c r e t i o n a r y  f r a c t i o n a l  r e s e r v e  s y s te m ,  th e  s a m e  
r e s u l t s  co u ld  be  o b ta in e d  i f  the  m o n e t a r y  a u t h o r i t i e s  a d o p te d  a  r u le  
of i n c r e a s in g  th e  s to c k  o f m o n e y  on ly  w hen  t h e r e  w as  a  g o v e rn m e n t  
d e f ic i t ,  an d  th e n  o n ly  by  the  a m o u n t  of th e  d e f ic i t ,  and  d e c r e a s e d  
on ly  w hen  t h e r e  w a s  a  s u r p l u s ,  and  th e n  on ly  b y  the  a m o u n t  of the  
s u r p l u s .  22
T h e  r e f o r m  o b je c t iv e s  o u t l in e d  by  F r i e d m a n  in  "A  M o n e ta r y  
a n d  F i s c a l  F r a m e w o r k .  . . " do  n o t  a p p e a r  to  d e p e n d  in  any  te c h n ic a l  
s e n s e  upon  a  s y s te m  of 100 p e r  c e n t  r e s e r v e  b an k in g . F r i e d m a n  
in d ic a te d  th a t  p r i v a t e  c r e a t io n  and  d e s t r u c t i o n  of c i r c u la t in g  m e d ia  
w a s  u n d e s i r a b l e ,  b u t  he d id  n o t ,  a s  d id  S im o n s  and  F i s h e r ,  e x p la in  
why h e  b e l ie v e d  th i s  to  b e  t r u e .  T h e  o n ly  a d v a n ta g e  a t t r ib u t e d  by 
F r i e d m a n  to the  100 p e r  c e n t  r e s e r v e  p la n  w as  th a t  i t  w ould m a k e  
h i s  s y s te m  c o m p le te ly  a u to m a t i c ,  an d  th a t  i t  w ould  r e m o v e  so m e  of 
th e  d i s c r e t i o n a r y  p o w e r s  of th e  F e d e r a l  R e s e r v e  S y s te m  by  e l i m i ­
n a t in g  th e  r e d i s c o u n t in g  m e c h a n i s m  an d  e l im in a t in g  v a r i a b l e  r e s e r v e  
r e q u i r e m e n t s .
22 jb id . , p . 248fn.
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W hile  100 p e r  c e n t  r e s e r v e  b an k in g  w ould be  c o n s i s t e n t  w ith  
F r i e d m a n 's  im p l i c i t  c r i t e r i o n  th a t  c o m p le te ly  a u to m a t ic  p o l ic y  i s  
p r e f e r a b l e  to  p o l ic y  th a t  a l lo w s  a n y  d i s c r e t i o n a r y  a c t io n ,  i t  d o e s  
no t, in  th e  c o n te x t  of "A  M o n e ta r y  and  F i s c a l  F r a m e w o r k .  . . , " 
a p p e a r  to  b e  e s s e n t i a l  to  h i s  g e n e r a l  r e f o r m  s c h e m e .
F r i e d m a n 's  S eco n d  P r o p o s a l  a n d  the  
E m p i r i c a l  E v id e n c e  
T w e lv e  y e a r s  l a t e r ,  P r o f e s s o r  F r i e d m a n  a b a n d o n e d  the  
r a t h e r  c o m p le x ,  though  a u to m a t ic ,  m o n e t a r y - f i s c a l  a r r a n g e m e n t  s u g ­
g e s te d  in  "A  M o n e ta ry  a n d  F i s c a l  F r a m e w o r k .  . . "  in  f a v o r  of a  
r e v i s e d  m o n e ta r y  r e f o r m  s c h e m e ,  w ith  i t s  m o d u s  o p e ra n d i  b e in g  a  
fo u r  p e r  c e n t  a n n u a l  i n c r e a s e  in  th e  m o n e y  s to c k .  "T h e  S y s te m , " 
c o n te n d e d  F r i e d m a n ,  " sh o u ld  be  i n s t r u c t e d  to  k e e p  th e  r a t e  of g ro w th  
a s  s te a d y  a s  i t  c an  w eek  b y  w eek  an d  m o n th  b y  m o n th  an d  to  i n t r o ­
d u ce  no  s e a s o n a l  m o v e m e n t  in  th e  m o n e y  s to c k ,  W ith  r e g a r d  to  
h is  p r o p o s a l s  in  h is  e a r l i e r  w o rk ,  F r i e d m a n  co n c lu d ed :
T h e  r e s e a r c h  th a t  I h av e  done  s in c e  th is  p r o p o s a l  
w a s  p u b l is h e d  g iv e s  m e  no r e a s o n  to  d o u b t  th a t  i t  
w ou ld  w o rk  w e l l .  . . . B u t  I h a v e  b e c o m e  in c r e a s in g l y  
p e r s u a d e d  th a t  th e  p r o p o s a l  i s  m o r e  s o p h i s t i c a te d  and  
c o m p le x  th an  is  n e c e s s a r y ,  t h a t  a  m u c h  s im p le r  r u l e  
w ould  a l s o  p r o d u c e  h ig h ly  s a t i s f a c t o r y  r e s u l t s  and  
w ould  h a v e  two g r e a t  a d v a n ta g e s :  F i r s t ,  i t s  s im p l i c i ty  
w ould  f a c i l i t a t e  th e  p u b l ic  u n d e r s ta n d in g  a n d  b a c k in g  
t h a t  i s  n e c e s s a r y  i f  th e  r u l e  i s  to  p r o v id e  a n  e f fe c t iv e
2 * i
J M il to n  F r i e d m a n ,  A P r o g r a m  fo r  M o n e ta r y  S ta b i l i ty (New 
Y o rk : F o r d h a m  U n iv e r s i ty  P r e s s ,  I960), p. 100.
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b a r r i e r  to  o p p o r tu n is t i c  t i n k e r i n g ; '  se co n d , i t  
w ould  l a r g e l y  s e p a r a t e  th e  m o n e ta r y  p ro b le m  
f r o m  th e  f i s c a l  and  h e n c e  w ou ld  r e q u i r e  l e s s  f a r -  
r e a c h in g  r e f o r m  o v e r  a  n a r r o w e r  a r e a .  24
T h e  te c h n iq u e s  of th is  r e f o r m  p r o p o s a l  in c lu d e d  a  c o n c e n ­
t r a t i o n  of d e b t  m a n a g e m e n t  in to  th e  h a n d s  of th e  F e d e r a l  R e s e r v e  
S y s te m ,  th e  a b a n d o n m e n t  of th e  r e m a in in g  p a r t s  of th e  i n te r n a t io n a l  
gold s t a n d a r d ,  an d  th e  e s t a b l i s h m e n t  of 100 p e r  c e n t  r e s e r v e  b a n k in g .
T h e  b a s i c  r e a s o n s  fo r  P r o f e s s o r  F r i e d m a n 's  r e f o r m  p r o ­
p o s a l  a r e  t h r e e  in  n u m b e r .  F i r s t ,  h e  o b je c te d  to  the  c o n c e n t r a t io n  
of p o w e r  to c o n t r o l  the  s to c k  of m o n e y  in to  a  few  h a n d s  f o r  the  s in g le  
r e a s o n  th a t  th e  p o w e r  m a y  be  w ie ld e d  u n w ise ly .  S eco n d , F r i e d m a n ,  
on  th e  b a s i s  of h i s  e m p i r i c a l  an d  t h e o r e t i c a l  r e s e a r c h ,  co n c lu d ed  
th a t  th e  s e c u l a r  r e l a t i o n s h ip  b e tw e e n  c h a n g e s  in  th e  s to c k  of m o n e y  
an d  c h a n g e s  in  o th e r  e c o n o m ic  v a r i a b l e s  in d ic a te d  th a t  a  c o n s ta n t  
s e c u l a r  g ro w th  in  th e  s to c k  of m o n e y  w ou ld  b e  th e  m o s t  d e s i r a b l e  
p o l ic y .  A  c o r o l l a r y  to  t h e s e  tw o p r o p o s i t io n s  w as  h is  a s s u m p t io n  
th a t  th e  c o m p e t i t iv e  c a p i t a l i s t i c  e c o n o m y  i s  b a s i c a l l y  s ta b le  and  
th a t  s e v e r e  c y c l ic a l  f lu c tu a t io n s  in  m o n e y  in c o m e  r e s u l t  p r i m a r i l y  
f r o m  " b a d "  m o n e t a r y  a n d / o r  f i s c a l  p o l ic y l  T h i r d ,  F r i e d m a n  c o n ­
te n d e d  th a t  t e c h n ic a l  r e f o r m s  w ould  be  n e c e s s a r y  in  o r d e r  to  m a k e  
im p le m e n ta t io n  of h is  p o l ic y  p r o p o s a l s  p o s s ib le .
24 ib id . , p . 90.
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P r o f e s s o r  F r ie d m a n * s  a t t a c k  on d i s c r e t i o n a r y  m o n e ta r y  
p o l ic y ,  a s id e  f r o m  the  f a c t  th a t  i t  c o n t r a d ic t e d  h i s  b a s i c  p o l i t i c a l  
p h i lo so p h y ,  w a s  b a s e d  upo n  th e  b e l i e f  th a t  i t  m a d e  p o s s ib le  e r r o r s  
of a  m a g n i tu d e  th a t  cou ld  n o t  o c c u r  u n d e r  m o n e t a r y  p o l ic y  b y  r u l e s .  ^5
A f te r  e x a m in in g  th e  m o n e t a r y  h i s t o r y  of th e  U n ited  S ta te s ,  
he  c o n c lu d e d  th a t  m o n e ta r y  s t a b i l i ty  w a s  g r e a t e r  d u r in g  th e  f o r ty  
y e a r s  p r e c e d in g  th e  e s t a b l i s h m e n t  of th e  F e d e r a l  R e s e r v e  S y s te m  
th a n  d u r in g  th e  s u b s e q u e n t  f o r ty  y e a r s .  W hen  th e  p e r io d s  c o v e r e d  
b y  W o rld  W a rs  I  an d  n  w e r e  e x c lu d e d ,  F r i e d m a n  e s t im a t e d  th a t  th e  
s t a n d a r d  d e v ia t io n  of y e a r - t o - y e a r  p e r c e n t a g e  c h a n g e s  in  the  s to c k  
o f  m o n ey  w as  1. 2 t im e s  g r e a t e r  fo r  th e  33 p e a c e t im e  y e a r s  fo l low ing  
1914, the  y e a r  th e  F e d e r a l  R e s e r v e  S y s te m  w a s  e s t a b l i s h e d ,  th an  
fo r  th e  47 y e a r s  p r i o r .  " T h e s e  t h i r t y - t h r e e  p e a c e t im e  y e a r s  a f t e r  
W o rld  W ar  I, " h e  c o n c lu d ed , " w e r e  a m o n g  th e  m o s t  e c o n o m ic a l ly  
u n s ta b le  in  o u r  h i s to r y .
In  s u p p o r t  of h i s  t h e s i s  th a t  m o n e t a r y  p o l ic y  b y  d is ­
c r e t i o n a r y  a u th o r i t i e s  i s  p o te n t ia l ly  d a n g e ro u s ,  he  c i te d  th e
2^In a  p a p e r  p r e s e n t e d  b e f o r e  th e  U n i te d  S ta te s  S a v in g s  a n d  
L o a n  L e a g u e  in  1962, F r i e d m a n  s u m m e d  up h i s  v ie w  of th e  s u b je c t  
by  p a r a p h r a s i n g  F r e n c h  P r e m i e r  C le m e n c e a u :  " T h e  c o n c lu s io n  I 
h a v e  r e a c h e d  . . .  i s  th a t  m o n e y  i s  too  im p o r t a n t  to  b e  l e f t  to  c e n t r a l  
b a n k e r s .  . . .  11 "A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty  -  I, " R e a d in g s  
in  F in a n c ia l  In s t i tu t io n s ,  ed . M a r s h a l l  D. K e tc h u m  a n d  L e o n  T . 
K e n d a l l  (B oston : H oughton  M iff l in  C o m p a n y , 1965), p .  208.
2 fi F r ie d m a n ,  A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty , p . 14.
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e x p e r i e n c e  im m e d ia te ly  fo llow ing  W o rld  W ar I and  d u r in g  th e  G r e a t  
D e p r e s s io n  of th e  1930 's  a s  c a s e s  in  p o in t.  S p e c i f ic a l ly ,  he  c a l le d  
a t t e n t io n  to th e  F e d e r a l  R e s e r v e ’s r a i s in g  of r e d i s c o u n t  r a t e s  f ro m  
fo u r  to  s e v e n  p e r  c e n t  b e tw e e n  N o v e m b e r ,  1919, and  J u n e ,  1920.
T h a t  r e s u l t e d  in  . . c o l la p s e  in  p r i c e s  by  n e a r l y  50%, one o f the  
m o s t  r a p i d  . . .  on r e c o r d ,  an d  a d e c l in e  in  th e  s to c k  of m o n e y  th a t  
i s  th e  s h a r p e s t  in  o u r  r e c o r d  up  to th i s  d a te .  "27  H e a l s o  c i te d  th e  
S y s t e m 's  r a i s i n g  o f r e d i s c o u n t  r a t e s  in  1931 a t  th e  N ew  Y o rk  F e d e r a l  
R e s e r v e  B an k  f r o m  1-1/2  p e r  c e n t  to  2 -1 /2  p e r  c e n t  on O c to b e r  9,
1931, and  th e n  to  3 -1 /2  p e r  c e n t  the  fo llo w in g  w e ek  in  a n  e f fo r t  to  
s t e m  an  e x te r n a l  go ld  d r a in ;  i t s  f a i l u r e  to  p r e v e n t  the  b an k in g  c o l ­
l a p s e  of A u g u s t ,  1931 -  J a n u a r y ,  1932; and  i ts  d o u b ling  of r e s e r v e  
r e q u i r e m e n t s  d u r in g  1936-1937. E a c h  of t h e s e  a c t io n s ,  of c o u r s e ,  
w a s  a s s o c i a t e d  w ith  g e n e r a l  e c o n o m ic  d o w n tu rn s ,  28 and  in  r e t r o s p e c t  
i t  m a y  b e  sa id  th a t  th e s e  p a r t i c u l a r  p o l ic y  a c t io n s  w e r e  u n w ise  and  
d a m a g in g .
T h a t  P r o f e s s o r  F r i e d m a n  w a s  s u c c e s s f u l  in  d e m o n s t r a t in g  
th a t  m e n  in  p o w e r  m a y , e i t h e r  b y  d e s ig n  o r  ig n o r a n c e ,  w ie ld  th e i r  
p o w e r  u n w ise ly ,  c a n n o t  b e  c o n te s te d .  Y et of g r e a t e r  s ig n i f ic a n c e  is  
F r i e d m a n 's  h y p o th e s is  th a t  th e  v e r y  n a tu r e  of th e  e c o n o m ic  s y s te m
27Ib id . , p. 16.
28Ib id . f pp. 18-20. F o r  f u r t h e r  d i s c u s s i o n  of th e s e  p e r io d s ,  
s e e  th e  A ppend ix , pp. 226 -2 30 .
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m a k e s  w is e  e x e c u t io n  of m o n e ta r y  p o w e r  e x t r e m e l y  d i f f ic u l t  and ,
m o r e o v e r ,  th a t  the  e x e r c i s e  of su c h  p o w e rs  m a y  in  f a c t  h a v e  r e s u l t s
qu ite  d i f f e r e n t  f r o m  th e  o r ig in a l  in te n t io n s .  T h is  i s  the  e s s e n c e  of
th e  F r i e d m a n  " la g  h y p o th e s is ,  "  w h ich  s ta n d s  a s  a  m a jo r  e m p i r i c a l
b a s i s  f o r  h is  p r e f e r e n c e  fo r  r u l e s  o v e r  a u th o r i t i e s  in  m o n e ta r y  p o l ic y .
In A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty  F r i e d m a n  s ta te d ,
" T h e r e  i s  m u c h  e v id e n c e  th a t  m o n e ta r y  c h a n g e s  h a v e  t h e i r  e ffec t  o n ly
a f t e r  a  c o n s id e r a b le  lag  and  o v e r  a  long  p e r io d  an d  th a t  th e  lag  i s
r a t h e r  v a r i a b l e .  B e fo re  th e  J o in t  E c o n o m ic  C o m m it te e  of
C o n g r e s s  he  conc luded :
. . .  in  th e  p r e s e n t  s t a t e  of o u r  k now ledge  we 
c a n n o t  hope to  u s e  m o n e ta r y  p o l ic y  a s  a  p r e c i s i o n  
i n s t r u m e n t  to  o f f s e t  o th e r  s h o r t - r u n  f o r c e s  m a k in g  
fo r  in s t a b i l i ty .  T h e  a t t e m p t  to  do so  i s  l ik e ly  
m e r e l y  to  in t r o d u c e  a d d i t io n a l  i n s t a b i l i t y  in to  th e  
e co n o m y , to  m a k e  th e  e c o n o m y  l e s s  r a t h e r  th an  
m o r e  s ta b le .  ^0
In A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty  he  a n n o u n ce d  h is  
f ind ing  th a t  on th e  a v e r a g e ,  fo r  18 c y c le s  b e tw e e n  1867 an d  I960, 
th e  p e a k s  in  the  r a t e  of ch an g e  of th e  m o n e y  su p p ly  h a v e  p r e c e d e d  
p e a k s  in  g e n e r a l  b u s i n e s s ^  by  a p p r o x im a te ly  16 m o n th s  an d  t ro u g h s
29ib id . , p. 87.
3 0 u . S. , C o n g r e s s ,  J o in t  E c o n o m ic  C o m m it te e ,  H e a r i n g s , 
E m p lo y m e n t ,  G ro w th , and  P r i c e  L e v e l s , P a r t  4, 86 th  C o n g r e s s ,  1st 
S e s s io n ,  1959, p . 611.
31T h e  t e r m  " g e n e r a l  b u s i n e s s "  w as  u s e d  b y  F r i e d m a n ,  a p ­
p a r e n t ly ,  a s  a syn o n y m  fo r  N a tio n a l  In c o m e  o r  N e t N a t io n a l  P r o d u c t .
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in  the  r a t e  of c h an g e  of th e  m o n e y  s to c k  p r e c e d e d  t r o u g h s  in  th e  l e v e l  
of e c o n o m ic  a c t iv i ty  b y  12 m o n th s .  F o r  in d iv id u a l  c y c le s ,  the  le a d
v a r i e d  f r o m  s ix  to  29 m o n th s  b e tw e e n  p e a k s  and  f r o m  fo u r  to  22
32m o n th s  b e tw e e n  t r o u g h s .  W hen  o th e r  t e c h n iq u e s  of m e a s u r e m e n t  
w e r e  e m p lo y e d ,  a  s h o r t e r  lag  p e r io d  r e s u l t e d ; ^  h o w e v e r ,  in  
F r ie d m a n * s  v iew , th e  i m p o r t a n t  f a c to r  w a s  n o t  th e  le n g th  of th e  lag ,  
b e c a u s e  " , . . th e  v a r i a b i l i t y  of th e  lag  i s  a lo n e  a  d e c i s iv e  o b s ta c le  
to  e f fe c t iv e  d i s c r e t i o n a r y  p o l ic y .  . . . "34
If the  v a l id i ty  of th e  lag  h y p o th e s is  c a n  b e  a c c e p te d ,  th e n  
g r a v e  d o u b ts  a r e  r a i s e d  r e g a r d i n g  th e  c o n t in u a n c e  of d i s c r e t i o n a r y  
m o n e ta r y  p o lic y .  H o w e v e r ,  i f  d i s c r e t i o n a r y  a u t h o r i t i e s  a r e  to  be  
a b an d o n e d  in  f a v o r  of a r u l e ,  th en  w ha t r u l e  i s  to  b e  a d o p te d ?  In  th e  
two p r e c e d in g  c h a p t e r s ,  s e v e r a l  " r u l e s  of p o l ic y "  w e r e  e x a m in e d .  
I rv in g  F i s h e r  a d v o c a te d  s t a b i l i z a t i o n  of r e t a i l  p r i c e s ;  H e n ry  S im o n s
^ F r i e d m a n ,  A  P r o g r a m  fo r  M o n e ta r y  S ta b i l i ty , p . 87. 
T h e s e  f in d in g s  w e r e  d e r iv e d  f r o m  r e s e a r c h  b y  P r o f e s s o r  F r i e d m a n  
and  A nna  J .  S c h w a r tz  fo r  the  N a t io n a l  B u r e a u  o f  E c o n o m ic  R e s e a r c h .  
T h e  f in a l  r e s u l t s  w e r e  p u b l is h e d  a s  A  M o n e ta ry  H i s t o r y  of the  U n ited  
S ta te s  { P r in c e to n ,  N. J .  : P r i n c e t o n  U n iv e r s i ty  P r e s s ,  1963), 860 pp.
■^W hen c h a n g e s  in  th e  s to c k  o f  m o n e y  w e r e  c o m p a r e d  w ith  
c h a n g e s  in  in c o m e ,  a la g  of 12 m o n th s  b e tw e e n  p e a k s  an d  n in e  m o n th s  
b e tw e e n  t r o u g h s  r e s u l t e d .  W hen p e a k s  an d  t r o u g h s  w e r e  a p p r o x i ­
m a te d  b y  a " s t e p  fu n c t io n ,  " a  m e a n  lag  b e tw e e n  c h a n g e s  in  the  s to c k  
of m o n e y  an d  c h a n g e s  in  th e  l e v e l  o f e c o n o m ic  a c t iv i t y  of f iv e  m o n th s  
b e tw e e n  p e a k s  an d  f o u r  m o n th s  b e tw e e n  t r o u g h s  r e s u l t e d .  S ee  M il to n  
F r i e d m a n ,  " T h e  L a g  in  E f fe c t  of M o n e ta ry  P o l i c y ,  " J o u r n a l  of 
P o l i t i c a l  E c o n o m y , LXIX (1961), 4 5 7 -4 6 0 .
34 lb id . , p. 459.
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a d v o c a te d  a  f ix ed  m o n e y  su p p ly  on t h e o r e t i c a l  g ro u n d s , bu t  f a v o r e d  
p r i c e  l e v e l  s t a b i l i z a t i o n  a s  b e in g  m o r e  p r a c t i c a l .  J a m e s  A n g e l l  
r e j e c t e d  p r i c e  l e v e l  s t a b i l i z a t io n  a s  a  g u id e  to  p o l ic y  on th e  g ro u n d s  
th a t  p r i c e s  an d  g e n e r a l  e c o n o m ic  a c t iv i ty  w e r e  too  lo o s e ly  r e l a t e d  in  
the  s h o r t  ru n .  He s u g g e s te d  th a t  th e  m o n e y  su p p ly  sh o u ld  b e  v a r i e d  
in  a f a s h io n  th a t  w ould  ho ld  m o n e y  in c o m e  p e r  c a p i ta  c o n s ta n t .
A n g e l l  s u g g e s te d  th a t  th i s  w ould  e n ta i l  a  c o n s ta n t  i n c r e a s e  in  the  
m o n e y  su p p ly  of a p p r o x im a te ly  t h r e e  p e r  c e n t  a n n u a l ly  to  o f f s e t  th e  
s e c u l a r  g ro w th  of p o p u la t io n  and  th e  s e c u l a r  d e c l in e  of c i r c u l a r  v e -
7 e
lo c i ty .  F r i e d m a n  a d o p te d  a  p o s i t io n  s i m i l a r  to  th a t  of A n g e ll ,
i .  e . , t h a t  p r i c e  l e v e l  s t a b i l i z a t io n  i s  n o t  th e  a p p r o p r i a t e  gu ide  to
m o n e t a r y  p o licy ;
E n t i r e l y  a s id e  f r o m  th e  t e c h n ic a l  p r o b le m  of the  
s p e c i f i c  in d e x  n u m b e r  of p r i c e s  th a t  sh o u ld  be  
u s e d ,  th e  k e y  d i f f ic u l ty  i s  t h a t  th e  l in k  b e tw e e n  
p r i c e  c h a n g e s  and  m o n e ta r y  c h a n g e s  o v e r  s h o r t  
p e r i o d s  i s  too  lo o s e  an d  too im p e r f e c t l y  know n to  
m a k e  p r i c e  l e v e l  s t a b i l i ty  an  o b je c t iv e  and  
r e a s o n a b l y  u n a m b ig u o u s  gu ide  to p o l ic y .  . . .
U n d e r  t h e s e  c i r c u m s t a n c e s ,  th e  p r i c e  l e v e l  . . . 
cou ld  b e  a n  e f fe c t iv e  gu ide  o n ly  i f  i t  w e r e  p o s s ib le  
to  p r e d i c t ,  f i r s t ,  th e  e f f e c t s  of n o n - m o n e t a r y  f a c ­
t o r s  on  th e  p r i c e  l e v e l  f o r  a  c o n s id e r a b le  p e r io d  
of t im e  in  th e  f u tu r e ,  se c o n d ,  th e  le n g th  o f  t im e  i t  
w i l l  t a k e  in  e a c h  p a r t i c u l a r  i n s t a n c e  f o r  m o n e t a r y  
a c t io n s  to  h a v e  t h e i r  e f fe c t ,  an d  th i r d ,  th e  a m o u n t  
of e f fe c t  of a l t e r n a t i v e  m o n e ta r y  a c t io n s .  36
35 su p r a , PP* 106-108.
36priedm an, A  P r o g r a m  for Monetary Stability, pp. 87 -8 8 .
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W ith  t h e s e  c o n s id e r a t i o n s  in  m in d ,  F r i e d m a n  s u g g e s te d  th a t  
th e  m o n e t a r y  a u th o r i ty  m ig h t  b e s t  c o n c e r n  i t s e l f  e x c lu s iv e ly  w ith  
c o n t r o l  of th e  s to c k  of m o n ey . Y et u n d e r  e x is t in g  in s t i tu t io n a l  a r ­
r a n g e m e n t s ,  the  F e d e r a l  R e s e r v e  c a n  c o n t ro l  d i r e c t l y  o n ly  i t s  
h o ld in g s  of e a r n in g  a s s e t s ,  w h ile  th e  v o lu m e  of h ig h - p o w e r e d  m o n e y ^  
h e ld  by  b a n k s  i s  a l s o  in f lu e n c e d  b y  go ld  f lo w s ,  c h a n g e s  in  T r e a s u r y  
b a la n c e s ,  and  c h a n g e s  in  th e  p u b l i c 's  d e m a n d  f o r  h a n d - to - h a n d  c u r ­
r e n c y ,  e tc .  T h e r e f o r e ,  h e  r e c o m m e n d e d  r e f o r m  p r o p o s a l s  th a t  
w ould  m a k e  fo r  d i r e c t  c o n t r o l  of th e  m o n e y  s to c k  b y  th e  F e d e r a l  
R e s e r v e .
T h e  r u l e  of p o l ic y  th a t  h e  p ro p o s e d ,  o n ce  the  o r g a n iz a t io n a l  
r e f o r m s  had  b e e n  c o m p le te d ,  was a  fo u r  p e r  c e n t  a n n u a l  i n c r e a s e  in  
th e  s to c k  of m o n e y  w h ic h  F r i e d m a n  d e f in e d  so  th a t  i t  in c lu d e s  
". . . c u r r e n c y  h e ld  b y  the  p u b l ic  p lu s  a d ju s te d  d e m a n d  d e p o s i ts  
p lu s  t im e  d e p o s i t s  in  c o m m e r c i a l  b a n k s ,  b u t  e x c lu d e s  t im e  d e p o s i t s  
in  m u tu a l  s a v in g s  b a n k s ,  s h a r e s  in  s a v in g s  an d  lo a n  a s s o c i a t i o n s ,  
an d  the  l ik e .  He c h o s e  th i s  o v e r  o th e r  d e f in i t io n s  b e c a u s e  i t
3 7 F r i e d m a n  e m p lo y e d  th e  t e r m  " h ig h - p o w e re d  m o n e y "  to  
r e f e r  to  th o s e  m o n ie s  th a t  c a n  b e  u s e d  a s  b an k  r e s e r v e s ,  i. e. , 
F e d e r a l  R e s e r v e  n o te s  an d  d e p o s i t  l i a b i l i t i e s  h e ld  b y  b a n k s ,  and  
m o n e y  i s s u e d  b y  th e  U n ited  S t a te s  T r e a s u r y .
- ^ F r i e d m a n ,  A  P r o g r a m  f o r  M o n e ta ry  S ta b i l i ty , pp . 90-91.
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, . s e e m s  to b e  m o r e  c lo s e ly  r e l a t e d  e m p i r i c a l l y  to  o th e r  e c o ­
n o m ic  m a g n i tu d e s .  . . . "^9  M o r e o v e r ,  i t  w a s  th e  n a tu r e  of the  
r e l a t i o n s h i p  b e tw e e n  th e  s to c k  of m o n ey  and  o th e r  e c o n o m ic  v a r i a b l e s ,  
a s  i n t e r p r e t e d  b y  F r i e d m a n ,  th a t  w a s  th e  r a i s o n  d * e tre  of h i s  r e f o r m  
p r o p o s a l ,  i .  e . , t h a t  in d e p e n d e n t  c h a n g e s  in  th e  s to c k  of m o n e y  b e a r  
a  c a u s a l  r e l a t i o n s h i p  to c h a n g e s  in  th e  l e v e l  of e c o n o m ic  a c t iv i ty .  
W hile  F r i e d m a n  w as  q u ite  c l e a r  in  c o n c e d in g  th a t  c a u s a l i t y  m a y  r u n  
f r o m  c h a n g e s  in  b u s i n e s s  a c t iv i ty  to  c h a n g e s  in  m o n e y ,^0 h e  e m p h a ­
s i z e d  h is  f in d in g s  th a t  the  r e l a t i o n s h i p  b e tw e e n  c h a n g e s  in  th e  s to c k  
o f  m o n e y  and  th e  o th e r  e c o n o m ic  v a r i a b l e s  h ad  b e e n  s ta b le  o v e r  th e  
p e r io d  s tu d ie d .  F u r t h e r m o r e ,  a n d  c r u c i a l  to  h i s  t h e s i s ,  " M o n e ta ry  
c h a n g e s  h a v e  in  f a c t  o f ten  b e e n  in d e p e n d e n t ,  in  th e  s e n s e  th a t  th ey
3 97Ib id . F o r  e x a m p le ,  he  found  th e  s im p le  c o r r e l a t i o n  of th e  
l o g a r i th m  of th e  r e a l  s to c k  of m o n e y  p e r  c a p i ta  an d  th e  lo g a r i th m  of 
r e a l  p e r  c a p i ta  in c o m e  to  b e  0. 99 f o r  tw e n ty  c y c le s  m e a s u r e d  f ro m  
t r o u g h  to  t r o u g h  b e tw e e n  1870 and  1954. S ee  F r i e d m a n ,  T h e  D e m an d  
fo r  M o n ey : S o m e  T h e o r e t i c a l  an d  E m p i r i c a l  R e s u l t s , O c c a s io n a l  
P a p e r  68 (New Y ork: N a t io n a l  B u r e a u  of E c o n o m ic  R e s e a r c h ,  1959), 
p . 2 an d  2fn.
^® For e x a m p le ,  h e  s t a te d  in  A  M o n e ta r y  H i s to r y  o f th e  
U n ited  S t a te s ,  p. 686:
" D e s p i te  th e s e  m a r k e d  a l t e r a t i o n s  in  th e  f o r c e s  a f ­
f e c t in g  th e  s to c k  of m o n e y ,  t h e r e  h a s  b e e n  . . . l i t t l e  
a l t e r a t i o n  in  th e  r e l a t i o n  b e tw e e n  th e  c h a n g e s ,  o n ce  
d e te r m in e d ,  in  th e  s to c k  of m o n e y  an d  o th e r  e c o n o m ic  
v a r i a b l e s .  . . . T h e  c lo s e  r e l a t i o n  b e tw e e n  c h a n g e s  
in  th e  s to c k  of m o n e y  a n d  c h a n g e s  in  o th e r  e c o n o m ic  
v a r i a b l e s  a lo n e  t e l l s  u s  no th in g  a b o u t  the  o r ig in  of 
e i t h e r  o r  th e  d i r e c t i o n  of th e  in f lu e n c e .  "
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h a v e  o f ten  no t b e e n  an  im m e d ia te  o r  n e c e s s a r y  c o n s e q u e n c e  of c o n ­
te m p o r a n e o u s  c h a n g e s  in  b u s i n e s s  c o n d it io n s .  " 4*
In o r d e r  to  ju s t i f y  h i s  r e f o r m  p r o p o s a l ,  i t  w a s  n e c e s s a r y  to  
d e m o n s t r a t e  th a t  th e  r e l a t i o n  b e tw e e n  m o n e y  an d  e c o n o m ic  a c t iv i ty  
w as  s ta b le  an d  th a t  in d e p e n d e n t  c h a n g e s  in  th e  s to c k  of m o n e y  w ould  
p r o d u c e  p r e d i c t a b l e  e f fe c ts  on o th e r  e c o n o m ic  v a r i a b l e s .  If th i s  
r e l a t i o n s h ip  co u ld  be  e s ta b l i s h e d ,  th e n  th e  f a c t  th a t  c h a n g e s  in  
b u s i n e s s  a c t iv i t y  c an  c a u s e  c h a n g e s  in  the  s to c k  of m o n e y  cou ld  be  
t r e a t e d  a s  the  r e s u l t  of i m p r o p e r  i n s t i tu t io n a l  a r r a n g e m e n t s  and , 
t h e r e f o r e ,  th e  o b je c t  of r e f o r m .  F r i e d m a n 's  r e s e a r c h  f in d in g s  b e a r  
out h i s  h y p o th e s is  th a t  a  s t a b le  r e l a t i o n s h i p  e x i s t s  b e tw e e n  m o n e y  
and  o t h e r  e c o n o m ic  v a r i a b l e s ,  an d  th a t  c a u s a l i t y  r u n s  f r o m  c h a n g e s
in  th e  s to c k  of m o n e y  (w h e re  su c h  c h a n g e s  a r e  ex o g en o u s)  to  c h a n g e s
- • 4?m  e c o n o m ic  a c t iv i ty .  ^
T h e  e x p e r i e n c e s  of 1897-1914, 1920, 1931, an d  1937, e s ­
p e c ia l ly ,  s u p p o r t  th e  c o n te n t io n  th a t  in d e p e n d e n t  c h a n g e s  in  th e  s to c k  
of m o n e y  in f lu e n c e  th e  g e n e r a l  l e v e l  of e c o n o m ic  a c t iv i ty ,  F r i e d m a n  
c h o s e  to  t r e a t  F e d e r a l  R e s e r v e  p o l ic y  a c t io n s  in  1920, 1931, and  1937 
a s  " c o n t r o l l e d  e x p e r i m e n t s "  t h a t  s e r v e  to  t e s t  th e  h y p o th e s is  t h a t
41Ib id .
42A s u m m a r y  of t h e s e  f in d in g s  i s  p r e s e n t e d  in  th e  A pp end ix , 
pp. 22 6 -230 .
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c a u s a l i t y  r u n s  f r o m  in d e p e n d e n t  c h a n g e s  in  th e  s to c k  of m o n e y  to
c h a n g e s  in  e c o n o m ic  a c t iv i ty .  H e r e a s o n e d  th a t:
. . . th e  e s t a b l i s h m e n t  of th e  S y s te m  g av e  a  
s m a l l  body  of in d iv id u a ls  th e  p o w e r ,  w h ic h  th e y  
e x e r c i s e d  f r o m  t im e  to  t im e ,  to  a l t e r  th e  c o u r s e  
of e v e n ts  in  s ig n i f ic a n t  an d  id e n t i f ia b le  w ays 
th ro u g h  a  d e l i b e r a t iv e  p r o c e s s - - a  s e q u e n c e  
p a r a l l e l  w ith  th e  c o n d u c t  o f a  c o n t r o l le d  e x p e r i ­
m e n t .  4 -*
T h e  e v e n ts  o f th e  p e r io d  1929-1933, w hen  th e  s to c k  o f m o n e y  
w a s  d e l i b e r a t e l y  a l lo w e d  to  d e c l in e  by  one  th i r d ,  w e r e  a l s o  . . r e ­
g a r d e d  a s  a  f o u r th  c r u c i a l  e x p e r im e n t ,  m a k in g  th e  m a tc h in g  of i n d e ­
p e n d e n t  m o n e ta r y  d e c l in e  an d  s u b s e q u e n t  e c o n o m ic  d e c l in e  fo u r  to 
f o u r .  1,44 F r i e d m a n 's  t r e a t m e n t  of 1929-1933 a s  a  fo u r th  " c o n t r o l le d  
e x p e r im e n t "  w a s  b a s e d  on  the  a s s u m p t io n  th a t  th e  F e d e r a l  R e s e r v e  
d e l i b e r a t e l y  a l lo w e d  the  s to c k  of m o n e y  to  f a l l  w hen  i t  had  th e  m e a n s  
of p r e v e n t io n  a t  hand .
In s u m m a r y ,  F r i e d m a n ' s  f in d in g s  a p p e a r  to  e n c o m p a s s  
t h r e e  m a i n  a r e a s :  F i r s t ,  v a r i a t i o n s  in  th e  s to c k  o f m o n e y  h a v e
43Friedm an, A  Monetary H is to r y  of the United S ta tes, 
pp . 68 7 -6 8 8 .
44Ib id . , p. 694. F r i e d m a n  c o m p u te d  th e  p r o b a b i l i t y  o f th e  
c h a n g e s  in  m o n e y  a n d  c h a n g e s  in  e c o n o m ic  a c t iv i ty  b e in g  c o in c id e n ta l  
a s  b e in g  one in  120. O f t e n  r e f e r e n c e  c y c l e s ,  t h r e e  ( r a t h e r  th a n  
fo u r ,  s in c e  1931 a n d  1929-1931 c a n n o t  b e  c o n s id e r e d  s e p a r a t e  o b s e r ­
v a t io n s )  w e r e  a s s o c i a t e d  w ith  in d e p e n d e n t  c h a n g e s  in  the  s to c k  of 
m o n e y .  He c o m p a r e d  t h i s  to  " , . . 10 m a r r i e d  c o u p le s ,  3 i l l  h u s ­
b a n d s ,  3 i l l  w iv e s .  T h e  p r o b a b i l i ty  th a t  th e  i l l  h u s b a n d s  and  w iv e s  
w ould  c o n s t i tu te  3 m a r r i e d  c o u p le s  if  c h o se n  a t  r a n d o m  i s  th e n  1 in  
1 2 0 ."  P .  694fn.
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c o r r e l a t e d  c lo s e ly  w ith  c h a n g e s  in  o th e r  s ig n i f ic a n t  e c o n o m ic  v a r i ­
a b le s .  S e co n d , c y c l ic a l  f lu c tu a t io n s  in  m o n e y  in c o m e ,  r e a l  in c o m e ,  
a n d  p r i c e s  h a v e  e i t h e r  b e e n  a g g r a v a t e d  b y  en d o g en o u s  c h a n g e s  in  th e  
s to c k  of m o n e y ,  o r  i n i t i a l l y  c a u s e d  by  e x o g en o u s  c h a n g e s  in  th e  
s to c k  of m o n e y .  T h i r d ,  e x o g en o u s  c h a n g e s  in  th e  s to c k  o f m o n e y  
r e s u l t i n g  f r o m  p o l ic y  d e c i s io n s  o f th e  F e d e r a l  R e s e r v e  h a v e  b e e n  a  
m a j o r  s o u r c e  of i n s t a b i l i t y  s in c e  1914.
T h e  p o l ic y  i m p l i c a t io n s  th a t  fo l lo w  a r e  to  r e m o v e  th e  m a j o r  
s o u r c e  of d i s tu r b in g  e x o g en o u s  c h a n g e s  in  the  m o n e y  s t o c k - -  
d i s c r e t i o n a r y  m o n e ta r y  a u t h o r i t i e s - - r e p l a c i n g  th e m  w ith  p o l ic y  r u l e s  
b a s e d  on o b s e r v e d  s t a b le  r e l a t i o n s h i p s ,  an d  to  r e m o v e  th e  s o u r c e s  
of en d o g en o u s  c h a n g e s  b y  in s t i t u t io n a l  r e f o r m s .
B an k ing  R e f o r m
F r i e d m a n ' s  a n a ly s i s  of the  e x is t in g  b a n k in g  s y s t e m  a n d  th e
n a tu r e  o f h i s  r e f o r m  p r o p o s a l s  b e a r s  a c lo s e  r e s e m b l a n c e  to  th a t  of
th e  100 p e r  c e n t  r e s e r v e  p r o p o n e n ts  t r e a t e d  in  th e  p r e v io u s  c h a p te r .
T h is ,  o f  c o u r s e ,  w a s  n o t  c o in c id e n ta l ,  a s  F r i e d m a n  a c k n o w le d g e d :
A s a  s tu d e n t  of H e n r y  S im o n s  an d  L lo y d  M in ts ,  I 
a m  n a t u r a l l y  in c l in e d  to  ta k e  th e  f r a c t io n a l  r e s e r v e  
c h a r a c t e r  o f o u r  c o m m e r c i a l  b an k in g  s y s te m  a s  a  
fo c a l  p o in t  in  a d i s c u s s i o n  of b an k in g  r e f o r m .  I  
s h a l l  fo llo w  th e m  a l s o  in  r e c o m m e n d in g  th a t  th e  
p r e s e n t  s y s t e m  b e  r e p l a c e d  b y  on e  in  w h ic h  100% 
r e s e r v e s  a r e  r e q u i r e d .  45
4 5 F r ie d m a n , A  P r o g r a m  fo r  M o n e ta ry  S ta b il i ty ,  p . 65.
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S p e c if ic a l ly ,  F r i e d m a n  o b je c te d  to  g o v e rn m e n t  in te r v e n t io n  
in to  len d in g  an d  in v e s t in g  a c t iv i t i e s  th a t  w e r e  p r o m p te d  b y  th e  s y s ­
te m ,  a n d  to  th e  i n h e r e n t  i n s t a b i l i t y  of the  s y s te m .  T h e  in te r v e n t io n ,  
a c c o rd in g  to  F r i e d m a n ,  h a s  b e e n  o c c a s io n e d  by  th e  c o m b in a t io n  of 
le n d in g  an d  in v e s t in g  a c t i v i t i e s  w ith  th e  i s s u e  of f id u c i a r y  m o n ey . 
T h is  c o n c e r n  w a s  f i r s t  d i r e c t e d  to w a rd  the  i s s u e  o f h a n d - to - h a n d  
c u r r e n c y  by  b a n k s .  A f te r  th e  e s t a b l i s h m e n t  of th e  N a t io n a l  B ank ing  
S y s te m  an d  th e  ta x in g  o f  s t a te  b an k  n o te s  ou t  of e x is te n c e ,  g o v e r n ­
m e n t ' s  c o n c e r n  sh if te d  to w a rd  d e p o s i t  m o n ey . F r i e d m a n  d id  n o t  
c o n te s t  th e  d e s i r a b i l i t y  of in te r v e n t io n ,  g iven  th e  in s t i tu t io n a l  a r ­
r a n g e m e n t s ,  b u t  r a t h e r  o b je c te d  to  the  i n s t i tu t io n a l  a r r a n g e m e n t s  
th a t  n e c e s s i t a t e d  in te r v e n t io n .
H is  a n a l y s i s  of th e  f r a c t i o n a l  r e s e r v e  s y s t e m 's  i n h e r e n t  
i n s t a b i l i t y  fo l lo w ed  a lo n g  l in e s  s u g g e s te d  by  C u r r i e ,  a s  w e l l  a s  
F i s h e r  a n d  S im o n s .  C h a n g e s  in  th e  p u b l i c 's  d e m a n d  fo r  c u r r e n c y  
r e s u l t  in  c h a n g e s  in  th e  to ta l  s to c k  of m o n ey . S h if ts  o f  d e p o s i t s  
am o n g  b a n k s  h a v in g  d i f f e r e n t  r e s e r v e  r e q u i r e m e n t s  c a u s e  s i m i l a r  
c h a n g e s ,  a s  do c h a n g e s  in  th e  p r e f e r e n c e  of b a n k s  f o r  h ig h - p o w e r e d  
m o n e y  r e l a t i v e  to  o th e r  a s s e t s .  T h e  s y s te m  m a k e s  p o s s ib l e  r a p id  
d e c l in e s  in  the  s to c k  of m o n e y  w h e n e v e r  t h e r e  i s  a  w id e s p r e a d  q u e s t  
fo r  l iq u id i ty ,  a s  e x e m p li f ie d  in  su c h  c r i s e s  a s  o c c u r r e d  in  1893,
1907, an d  d u r in g  1930-1933. W h ile  F r i e d m a n  c o n c e d e d  th a t  F e d e r a l  
d e p o s i t  i n s u r a n c e  h a s ,  fo r  a l l  p r a c t i c a l  p u r p o s e s ,  e l im in a te d  th e
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p o s s ib i l i t y  of a c o m p le te  c o l l a p s e  of th e  s y s te m ,  h e  s t r e s s e d  the
p o in t  th a t  v a r i a t i o n s  in  the  d e p o s i t - c u r r e n c y  r a t i o  and  th e  r e s e r v e -
d e p o s i t  r a t i o ,  r e s u l t i n g  f r o m  c h a n g e s  in  th e  a s s e t  p r e f e r e n c e s  of
b o th  b a n k s  an d  th e  p u b l ic ,  r e m a i n  a  c o n s ta n t  s o u r c e  o f in s ta b i l i ty .  ^
F r i e d m a n  f u r t h e r  e x p r e s s e d  d o u b ts  ab o u t  th e  e f f ic a c y  of th e  F e d e r a l
R e s e r v e  S y s te m  in o f f s e t t in g  t h e s e  c h a n g e s  b e c a u s e ,  " I t  i s  n e v e r
p o s s ib le  to  know  w ha t c h a n g e s  a r e  going on  u n t i l  a f t e r  th e  e v en t ,  so
t h a t  t h e r e  i s  in e v i ta b ly  a  la g  in  r e a c t io n ,  an d  f u r t h e r  c h a n g e s  ta k e
p la c e  w h ile  th e  s y s te m  i s  r e a c t in g ,  "^7
F r i e d m a n 's  so lu t io n  to  t h e s e  p r o b l e m s ,  a s  n o te d  e a r l i e r ,
w ould  be  to  r e q u i r e  100 p e r  c e n t  r e s e r v e s  in  the  f o r m  of h ig h -
p o w e re d  m o n e y  a g a in s t  a l l  d e p o s i t s  of c o m m e r c i a l  b a n k s .  T h is
w ould  a s s i m i l a t e  th e  i s s u e  of d e p o s i t s  w ith  th a t  of c u r r e n c y .  H e
e x p la in e d  th is  p o in t  in  th e  fo llow ing  fa sh io n :
C u r r e n c y  is  now  a  d i r e c t  o b l ig a t io n  of th e  g o v e rn ­
m e n t .  I t  i s  a t  one a n d  th e  s a m e  t im e  m o n e y  and  
h ig h - p o w e re d  m o n ey ;  f o r  e a c h  d o l la r  of c u r r e n c y  
t h e r e  i s  a  d o l l a r  of h ig h - p o w e r e d  m o n ey ;  to  s p e a k  
f ig u ra t iv e ly ,  the  i s s u e  of c u r r e n c y  r e q u i r e s  a  100% 
r e s e r v e  in  th e  f o r m  of h ig h -p o w e r e d  m o n ey . T h e  
c o u n te r p a r t  f o r  d e p o s i t s  w ould  b e  to  r e q u i r e  a n y  
in s t i tu t io n  w h ich  a c c e p t s  d e p o s i t s  p a y a b le  on d e m a n d  
o r  t r a n s f e r a b l e  b y  c h e c k  to  h a v e  one  d o l la r  in  h ig h -  
p o w e re d  m o n ey  fo r  e v e r y  d o l la r  in  d e p o s i t
^ L a u c h l i n  C u r r i e  f i r s t  c r i t i c i z e d  th e  f r a c t io n a l  r e s e r v e  
s y s te m  a lo n g  t h e s e  l in e s .  S u p r a , pp . 73 -79 .
^ F r i e d m a n ,  A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty , p. 68.
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l i a b i l i t i e s .  . . . T h e  to ta l  of m o n e y  and  of h ig h -  
p o w e re d  m o n e y  w ould  th e n  be  th e  s a m e .  48
A s a r e s u l t  of 100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t s ,  s h i f t s  b y  
th e  p u b l ic  f r o m  d e p o s i t s  to  c u r r e n c y  w ould  h a v e  no e f fe c t  on th e  
to ta l  s to c k  o f m o n e y ,  n o r  cou ld  b a n k s  a l t e r  th e  d e p o s i t - r e s e r v e  
r a t i o .  F u r t h e r ,  a l l  m o n e y  w ould  b e c o m e  in  e f fe c t  d i r e c t  g o v e rn m e n t  
o b l ig a t io n s ,  t h e r e b y  e l im in a t in g  th e  n e e d  fo r  F e d e r a l  d e p o s i t  i n ­
s u r a n c e .  49
U nlike  th e  e a r l i e r  100 p e r  c e n t  r e s e r v i s t s ,  F r i e d m a n  w ould  
h a v e  r e q u i r e d  100 p e r  c e n t  r e s e r v e s  a g a in s t  b o th  d e m a n d  and  t im e  
d e p o s i t s .  O n e  h u n d re d  p e r  c e n t  r e s e r v e  r e q u i r e m e n t s  w ould  t r a n s ­
f o r m  b a n k s  in to  tw o in s t i tu t io n s .  O n e  w ould be  a l i t e r a l  w a r e h o u s e  
fo r  m o n e y  h av in g  ". . . no fu n d s ,  e x c e p t  th e  c a p i t a l  of i t s  p r o ­
p r i e t o r s ,  w h ich  i t  cou ld  len d  on the  m a r k e t .  T h e  o th e r  in s t i tu t io n
w ould  be
. . . a n  i n v e s tm e n t  t r u s t  o r  b r o k e r a g e  f i r m .  It  
w ould  a c q u i r e  c a p i ta l  by  s e l l in g  s h a r e s  o r  d e b e n ­
t u r e s  an d  w ould  u s e  the  c a p i ta l  to  m a k e  lo a n s  o r  
a c q u i r e  i n v e s tm e n t s .  S in ce  i t  w ou ld  h a v e  no p o w e r  
to  c r e a t e  o r  d e s t r o y  m o n e y ,  m o n e ta r y  c o n s i d e r ­
a t io n s  w ould  n o t  d e m a n d  a n y  s p e c ia l  c o n t r o l  o v e r
48Ib id , , p . 69.
49 it  sh o u ld  b e  n o te d  th a t  F r i e d m a n  c l a s s i f i e d  d e p o s i t  i n ­
s u r a n c e  a s  a  f o r m  o f  g o v e rn m e n t  i n te r v e n t io n  in  le n d in g  and  in v e s t in g  
a c t iv i t i e s  and , t h e r e f o r e ,  d e e m e d  i t  u n d e s i r a b l e .
^ F r i e d m a n ,  A  P r o g r a m  fo r  M o n e ta ry  S ta b ili ty , p. 70.
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i t s  a c t i v i t i e s .  H e n c e ,  i t  n e e d  b e  s u b je c t  to  no 
m o r e  g o v e r n m e n ta l  s u p e r v i s io n  than  o th e r  f i ­
n a n c ia l  in s t i tu t io n s .  51
F r i e d m a n 's  s u g g e s te d  t e c h n iq u e  of t r a n s i t i o n  to  th e  100 p e r  
c e n t  r e s e r v e  r e q u i r e m e n t s  w a s  b a s i c a l l y  the  s a m e  a s  th e  o th e r  p la n s  
t r e a t e d .  R e q u i r e d  r e s e r v e s  w e r e  to  b e  r a i s e d  in  a  s e r i e s  of s t e p s  
a t  d a te s  s p e c i f ie d  in  a d v a n c e ,  " . . . c u lm in a t in g  in  a f in a l  r i s e  to  
100% in , sa y ,  tw o y e a r s .  "52 T h e  F e d e r a l  R e s e r v e  w ould  su p p ly  
n e e d e d  a d d i t io n a l  r e s e r v e s  d u r in g  th e  t r a n s i t i o n a l  p e r io d  b y  open  
m a r k e t  p u r c h a s e s  of g o v e rn m e n t  s e c u r i t i e s .  T h is  w ould h a v e  th e  
e f fe c t  of r e p l a c in g  m a r k e t a b l e  p u b l ic  d e b t  i n s t r u m e n t s  w ith  F e d e r a l  
R e s e r v e  d e p o s i t s  in  th e  a s s e t  s t r u c t u r e  of c o m m e r c i a l  b a n k s .  
F r i e d m a n  n o te d  th a t  a s  of M a r c h ,  1959, th e  c o m m e r c i a l  b a n k s  h ad , 
f o r  a l l  p r a c t i c a l  p u r p o s e s ,  m o v e d  h a lfw a y  to 100 p e r  c e n t  r e s e r v e s  
s in c e  th e y  h e ld  d e p o s i t s  a t  th e  F e d e r a l  R e s e r v e ,  v a u l t  c a s h ,  an d  
U n ited  S ta te s  g o v e rn m e n t  o b l ig a t io n s  to ta l in g  50 p e r  c e n t  of a d ju s te d  
d e m a n d  an d  t im e  d e p o s i t s .  53 F u r t h e r ,  h e  p o in te d  ou t, th e  to ta l  
d i r e c t  an d  fu l ly  g u a r a n te e d  i n t e r e s t - b e a r i n g  d e b t  in  th e  h a n d s  of th e  
n o n -b a n k  p u b lic  to ta l e d  s l ig h t ly  in  e x c e s s  of $200 b i l l io n ,  of w h ich
51lbid. 5 2 jb id #
53jb id . A s  of Ju ly ,  1966, m e m b e r  b a n k s  h e ld  d e p o s i t s  a t  
th e  F e d e r a l  R e s e r v e ,  v a u l t  c a s h ,  a n d  U n ited  S ta te s  g o v e rn m e n t  
o b l ig a t io n s  e q u a l  to  27. 6 p e r  c e n t  of a d ju s te d  d e m a n d  an d  t i m e  d e ­
p o s i t s .  U. S. , F e d e r a l  R e s e r v e  S y s te m ,  B o a r d  of G o v e r n o r s ,  
F e d e r a l  R e s e r v e  B u l le t in ,  52 {July , 1966), 937-1075.
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$150 b i l l io n  w a s  in  th e  f o r m  of m a r k e t a b l e  i s s u e s .  T h e  im p l e m e n ta -  
t io n  of 100 p e r  c e n t  r e s e r v e s  in  M a r c h ,  1959, w ould  h av e  r e q u i r e d  
c o m m e r c i a l  b a n k s  to  ad d  $150 b i l l io n  to  t h e i r  r e s e r v e  b a la n c e s .
T h u s ,  th e  e n t i r e  m a r k e t a b l e  g o v e rn m e n t  d e b t  w ou ld  h a v e  b e e n  r e ­
p la c e d  b y  F e d e r a l  R e s e r v e  n o te s  a n d  d e p o s i t s .  ^4
T h e  g ro w th  of th e  p u b l ic  d e b t  had , b y  1959, r e m o v e d  one  of 
th e  o b s t a c l e s  to 100 p e r  c e n t  r e s e r v e  b an k in g  th a t  e x i s te d  in  the  
1 9 3 0 's ,  n a m e ly ,  in s u f f ic ie n c y  of m a r k e t a b l e  p u b l ic  d e b t  t h a t  w ould  
h a v e  n e c e s s i t a t e d  th e  F e d e r a l  R e s e r v e ' s  bu y ing  p r i v a t e l y  i s s u e d  d e b t  
i n s t r u m e n t s .  ^  H o w e v e r ,  p ro v id in g  f o r  l o n g - r u n  g ro w th  of the  
m o n e y  s to c k  w ould  p o s s ib ly  r e q u i r e  th e  F e d e r a l  R e s e r v e  to  a c q u i r e  
p r i v a t e l y  i s s u e d  a s s e t s .  A m o n g  th e  a l t e r n a t i v e s  s u g g e s te d  w as  
c r e a t i o n  of a d d i t io n a l  d e b t  to  f in a n c e  d e f i c i t s ,  o r  a c q u i s i t i o n  of a s s e t s  
o th e r  th a n  d i r e c t  o r  fu l ly  g u a r a n te e d  U n i te d  S ta te s  g o v e rn m e n t  o b l i ­
g a t io n s ,  su c h  a s  d e b t  o b l ig a t io n s  p a r t l y  o r  fu l ly  g u a r a n te e d  by  th e  
U n ited  S ta te s  g o v e rn m e n t ,  o b l ig a t io n s  of s t a t e s  a n d  m u n ic ip a l i t i e s ,  
a c c e p t a n c e s ,  an d  o th e r  c o m m e r c i a l  p a p e r .  ^  Y et F r i e d m a n  v ie w e d  
b o th  of t h e s e  a l t e r n a t i v e s  a s  u n d e s i r a b l e .  T h e  c r e a t i o n  o f  a d d i t io n a l  
d e b t  w as  d e e m e d  u n d e s i r a b l e  w h en  c o n s i d e r e d  in  c o n ju n c t io n  w ith  h is
54Ib id . , p. 71.
S^Supra, pp. 91-92.
^ F r i e d m a n ,  A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i t y , p . 71.
146
p r o p o s a l  to  p a y  i n t e r e s t  on r e s e r v e  d e p o s i t s  of m e m b e r  b a n k s .  T h e
a l t e r n a t i v e  o f th e  F e d e r a l  R e s e r v e ' s  p u r c h a s in g  p r i v a t e l y  i s s u e d  d e b t
w as  r e j e c t e d  a s  a  fo rm  of in te rv e n t io n .  A s  h e  e x p la in ed :
T h e  u s e  of th is  d e v ic e  ^ a d d i t i o n a l  debt,/ th e n  m e a n s  
l e t t in g  th e  a m o u n t  of i n t e r e s t  p a y m e n t  /jon  r e s e r v e  
d e p o s i t s ^ ,  and  th e  a s s o c i a t e d  t a x e s  to  b e  le v ie d ,  be  
d e te r m in e d  b y  the  r a t e  a t  w h ich  i t  i s  d e s i r e d  to in ­
c r e a s e  the  s to c k  of m o n e y .  It i s  n o t  c l e a r  th a t  th is  
i s  th e  r e l e v a n t  c r i t e r i o n .  T h e  p u r c h a s e  of o th e r  
a s s e t s  w ould  a v o id  th i s  p r o b l e m ,  s in c e  th e y  would 
y ie ld  in c o m e .  B ut t h i s  in v o lv e s  p u tt in g  th e  g o v e rn ­
m e n t  in to  th e  b an k in g  b u s i n e s s .
F r i e d m a n  d id  n o t,  a s  d id  h i s  p r e d e c e s s o r s ,  c la im  th a t  th e  
im p le m e n ta t io n  o f 100 p e r  c e n t  r e s e r v e  b ank ing  w ould  e l im in a te  th e  
p u b l ic  d e b t.  He m e r e l y  a d v o c a te d  m o n e t iz a t io n  of th e  d eb t  a s  a m e a n s  
of im p le m e n t in g  100 p e r  c e n t  r e s e r v e  b an k in g . A s  n o ted  in  th e  p r e ­
c e d in g  c h a p te r ,  th e  b u r d e n  of the  d e b t  would be  sh i f te d  to h o l d e r s  of 
d e m a n d  d e p o s i t s  in  th e  f o rm  of i n c r e a s e d  s e r v i c e  c h a r g e s .  If i n ­
t e r e s t  w e r e  p a id  on  the  r e s e r v e  b a la n c e s  of c o m m e r c i a l  b a n k s ,  th e  
i n t e r e s t  b u r d e n  of th e  d e b t  w ould  r e m a in ,  w ith  th e  p u b lic  qua t a x ­
p a y e r s .
F r i e d m a n ,  u n l ik e  S im o n s  an d  F i s h e r ,  a rg u e d  th a t  i n t e r e s t  
s h o u ld  b e  p a id  on  the  r e s e r v e  b a la n c e s  of b a n k s .  In  h i s  v ie w  t h e r e  
w e r e  t h r e e  r e l a t e d  j u s t i f i c a t io n s  fo r  th is .  F i r s t ,  i t  w ould  le a d  to  a 
m o r e  n e a r l y  o p t im u m  r e a l  s to c k  of m o n e y .  S eco nd , i t  w ou ld  r e m o v e
®7lbid. , p . 109fn. 58S u p ra , pp. 8 9 -9 5 .
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a n y  m o t iv e  f o r  av o id in g  the  in te n t  o f th e  p la n  by  u s in g  su c h  n e a r ­
m o n ie s  a s  s a v in g s  an d  lo an  s h a r e s  a s  m e d ia  of ex ch a n g e .  T h i r d ,  
i t  w ould  b e  m o r e  e q u ita b le .
T h e  o p t im u m  s to c k  o f m o n e y  a r g u m e n t  w as  d e v e lo p e d  a lo n g  
t h e s e  l in e s :  If th e  r a t e  of r e t u r n  on m o n e y  w e r e  z e r o ,  the  in d iv id u a l
w ould  h a v e  to  c o n s id e r  th e  a l t e r n a t i v e  c o s t  o f  ho ld in g  m o n e y ,  i .  e. , 
th e  y ie ld  on o th e r  i n t e r e s t - b e a r i n g  a s s e t s .  He w ould  b e  in d u c e d  to  
d e v o te  r e s o u r c e s - - f o r  e x a m p le ,  on a d d i t io n a l  b o o k k e e p e r s - - i n  o r d e r  
to  a d ju s t  c a s h  b a la n c e s  so  th a t  a n  a d d i t io n a l  d o l la r  of c a s h  w ould  be  
w o r th  j u s t  u n d e r  th e  r a t e  of r e t u r n  on a n  a l t e r n a t i v e  a s s e t .  How ­
e v e r ,  s in c e  f id u c i a r y  m o n e y  is  e s s e n t i a l l y  c o s t l e s s  in  t e r m s  of r e a l  
r e s o u r c e s ,  t h i s  w ould  b e  w a s te fu l .  In F r i e d m a n 's  w o r d s :
I t  n e e d  c o s t  s o c ie ty  e s s e n t i a l l y  n o th in g  in  r e a l  r e ­
s o u r c e s  to  p r o v id e  the  in d iv id u a l  w ith  the  c u r r e n t  
s e r v i c e s  of an  a d d i t io n a l  d o l l a r  in  c a s h  b a la n c e s .  . . .
If, t h e r e f o r e ,  a s s e t s  th a t  a r e  e q u iv a le n t  to  c a s h  
b a la n c e s  in  r e s p e c t  of c h a r a c t e r i s t i c s  o th e r  th a n  
t h e i r  u s e f u ln e s s  a s  a  m e d iu m  of e x ch a n g e  p a y  a  
p o s i t iv e  m o n e y  r a t e  of i n t e r e s t ,  t h e r e  i s  a  d i s c r e p a n ­
cy b e tw e e n  s o c ia l  an d  p r i v a t e  c o s t s  t h a t  l e a d s  i n d i ­
v id u a ls  to  ho ld  s m a l l e r  th a n  o p t im u m  c a s h  b a la n c e s  
and  to  d e v o te  m o r e  th a n  th e  o p t im u m  a m o u n t  of r e a l  
r e s o u r c e s  to  e c o n o m iz in g  c a s h  b a la n c e s .  ^9
5 9 F r i e d m a n ,  A  P r o g r a m  f o r  M o n e ta r y  S ta b i l i ty , pp. 72-73 . 
F r i e d m a n  c r e d i t e d  th is  a r g u m e n t  to  G e o rg e  S. T o l le y ,  " P r o v id in g  
fo r  G ro w th  of th e  M on ey  Supply , 11 J o u r n a l  of P o l i t i c a l  E c o n o m y  (D e ­
c e m b e r ,  1957), 4 6 5 -4 8 5 . F o r  a  m o r e  r e c e n t  s t a t e m e n t  o f T o l l e y 's  
p o s i t io n ,  s e e  h i s  "100 P e r  C e n t  R e s e r v e  B an k in g , " in  In  S e a r c h  of a  
M o n e ta ry  C o n s t i tu t io n , ed. L e la n d  B . Y e a g e r  (C a m b r id g e ,  M a s s .  : 
H a r v a r d  U n iv e r s i ty  P r e s s ,  1962), pp . 27 5 -3 0 4 .
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W hile  th e  id e a l  so lu t io n ,  to F r i e d m a n ,  would b e  p a y m e n t  of 
i n t e r e s t  on a l l  m o n e y ,  h e  r e c o g n iz e d  th a t  th i s  w ould  b e  i m p r a c t i c a l  
a s  r e g a r d s  h a n d - to - h a n d  c u r r e n c y .  O n  th e  o th e r  h a n d , i t  w ould  b e  
p r a c t i c a l  w ith  r e s p e c t  to  d e p o s i t  m o n e y  u n d e r  100 p e r  c e n t  r e s e r v e  
ban k ing . T h e  in s t i t u t io n  of th e  p la n  w ould  m a k e  i t  f e a s ib le  to  a l lo w  
f r e e  e n t r y  in to  th e  f ie ld  of d e p o s i t  b a n k in g .  G iven  s u f f ic ie n t  c o m p e ­
t i t io n ,  th e  i n t e r e s t  p a id  b y  the  F e d e r a l  R e s e r v e  on r e s e r v e  b a la n c e s  
cou ld  be  p a s s e d  on  to  th e  p u b l i c - - t o  a g r e a t e r  o r  l e s s e r  d e g r e e - - i n  
th e  f o r m  of s e r v i c e s  r e n d e r e d  w ith o u t  c h a rg e  o r  i n t e r e s t  p a id  on 
d e p o s i t s  (p ro v id e d  th e  z e r o  m a x im u m  i n t e r e s t  r a t e  on d e m a n d  d e ­
p o s i t s  w a s  e l im in a te d ) .  In  F r i e d m a n ' s  a n a l y s i s ,  th e  d e p o s i to r  
" , . . w ould  be  c o m b in in g  len d in g  fu n d s  to th e  g o v e rn m e n t  w ith  
ho ld ing  c a s h  b a la n c e s ,  j u s t  a s  h e  now  c o m b in e s  len d in g  fu n d s  i n ­
d i r e c t l y  to  bo th  th e  g o v e rn m e n t  an d  to  p r i v a t e  b o d ie s  w ith  ho ld ing  
c a s h  b a la n c e s  in  th e  f o r m  of d e p o s i t s .
T h e  p a y m e n t  of i n t e r e s t  on r e s e r v e s  w ould  a v o id  one  of the  
e a r l i e r  o b je c t io n s  to  100 p e r  c e n t  r e s e r v e  b a n k in g ,  i. e. , th a t  i n ­
c r e a s e d  s e r v i c e  c h a r g e s  w ould  le a d  to  th e  e v a s io n  of the  p la n  b y  the
p u b l i c 's  d e v is in g  m e a n s  of u s in g  n e a r - m o n i e s  s u c h  a s  s a v in g s  and  
lo a n  s h a r e s  a s  m e a n s  of p a y m e n t .  ^1 T o  p r e v e n t  th i s  f o r m  of
60I b i d . , p . 72.
6l F o r  e x a m p le ,  s e e  the  a r g u m e n t s  of H a r r y  G u nn ison  
B ro w n , S u p r a , pp . 90-91.
149
c i r c u m v e n t io n  w ould in v o lv e  . . e x te n s iv e  g o v e rn m e n ta l  i n t e r ­
v e n t io n  in to  p r iv a t e  f in a n c ia l  a r r a n g e m e n t s .  "62  A nd, he  a d d e d ,
T h e  in c e n t iv e  to  ev ade  100% r e s e r v e s  a r i s e s  p r e ­
c i s e ly  b e c a u s e  of the  d i s c r e p a n c y  th a t  e x i s t s  b e ­
tw een  p r iv a t e  and  s o c ia l  c o s t s  w hen  m o n e y  b e a r s  
no i n t e r e s t  a n d  n e a r - m o n i e s  do. If i n t e r e s t  i s  
p a id  on th e  100% r e s e r v e s ,  th e  in c e n t iv e  to  evade  
th e  r e s e r v e  r e q u i r e m e n t  i s  l a r g e ly  i f  n o t  w ho lly  
e l im in a te d .  63
T h e  e q u ity  a rg u m e n t  fo r  p a y m e n t  of i n t e r e s t  on r e s e r v e  
b a la n c e s  is  b a s e d  on the  a s s u m p t io n  th a t  h o l d e r s  of d e m a n d  d e p o s i t s  
a r e  i n d i r e c t ly  len d in g  to  th e  g o v e rn m e n t  a t  z e r o  i n t e r e s t .  If d e m a n d  
d e p o s i t s  y ie ld  z e r o  i n t e r e s t  a n d  the  c o m m e r c i a l  b a n k s  th e n  u s e  the  
c a s h  a s s e t s  a c q u i r e d  in  ex ch a n g e  fo r  d e p o s i t s  to  p u r c h a s e  g o v e r n ­
m e n t  s e c u r i t i e s ,  th e n  th i s  a s s u m p t io n  i s  v a l id ,  w h e r e a s  th e  p a y m e n t  
of i n t e r e s t  on r e s e r v e s  would e l im in a te  th i s  ’’in e q u i ta b le  a r r a n g e ­
m e n t .  " In  F r i e d m a n 's  w o rd s :
It i s  no t  e a s y  to  s e e  w hy th e  g o v e rn m e n t  sho u ld  
pay  an  a n n u a l  fe e  fo r  the  r e s o u r c e s  i t  b o r r o w s  
f ro m  s o m e  in d iv id u a ls ,  n a m e ly ,  the  h o ld e r s  of 
i n t e r e s t - b e a r i n g  g o v e rn m e n t  s e c u r i t i e s ,  and  
n o th ing  f o r  the  r e s o u r c e s  th a t  i t  b o r r o w s  f r o m  
o th e r  in d iv id u a ls ,  n a m e ly ,  th e  h o l d e r s  of m o n e y  
now and  u n d e r  the  100% r e s e r v e  a r r a n g e m e n t .  64
F r i e d m a n  w as  not d e f in i te  ab o u t s p e c i f ic  m e th o d s  to  b e  u s e d
in d e te r m in in g  th e  a m o u n t  of i n t e r e s t  to  be  p a id  on r e s e r v e  b a la n c e s .
(\2.F r i e d m a n ,  A  P r o g r a m  fo r  M o n e ta ry  S ta b i l i ty , p. 73. 
63Ibid. , pp. 73 -7 4 . , p. 74.
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H e s u g g e s te d  th a t  p e r h a p s  th e  r a t e  co u ld  b e  s e t  i n i t i a l ly  e q u a l  to  th e  
a v e r a g e  y ie ld  on s h o r t - t e r m  g o v e rn m e n t  i s s u e s  d u r in g  th e  p r e c e d in g  
s ix  m o n th s  a n d  th en  a d ju s te d  p e r i o d i c a l l y - - e .  g. , q u a r t e r l y  o r  b i -  
a n n u a l ly  a c c o rd in g  to  a v e r a g e  c h a n g e s  in  y ie ld s  on s h o r t - t e r m  
g o v e rn m e n t  i s s u e s .  H o w e v e r ,  h e  d id  no t s p e a k  w ith  c o n v ic t io n  on  
th is  p o in t  an d  c o n c e d e d  th a t ,  " T h is  p r o b le m  . . .  i s  a n o th e r  i s s u e  
th a t  . . . r e q u i r e s  m o r e  a t t e n t io n  th a n  I h av e  g iv en  to  i t .
S u m m a r y  an d  E v a lu a t io n  
In  th e  c o n s t r u c t io n  of h i s  100 p e r  c e n t  r e s e r v e  p r o p o s a l ,  
F r i e d m a n  a v o id e d  m a n y  of th e  e r r o r s  of h i s  p r e d e c e s s o r s .  H is  
t r e a t m e n t  of th e  p ro b le m  of r e d u c e d  b a n k  e a r n in g s  due to  a s s e t  
l o s s e s  m a y  b e  c i te d  a s  a  c a s e  in  p o in t .  If  th e  t h e o r y  of 100 p e r  c e n t  
r e s e r v e  b ank in g  i s  v ie w e d  a s  a n  e v o lu t io n a ry  p r o c e s s ,  F r i e d m a n 's  
w o rk  m a y  b e  c o n s id e r e d  th e  h ig h e s t  s ta g e  of th e  p l a n 's  t e c h n ic a l  
d e v e lo p m  en t.
T h e  F r i e d m a n  c a s e  fo r  m o n e t a r y  p o l ic y  a c c o rd in g  to  r u l e s  
m a y  a l s o  be  v ie w e d  a s  th e  h ig h e s t  s t a g e  of a n  e v o lu t io n a r y  p r o c e s s .  
H o w e v e r ,  w h ile  F r i e d m a n  p r e s e n t e d  100 p e r  c e n t  r e s e r v e  b an k in g  a s  
a n  i n t e g r a l  p a r t  o f  h i s  g e n e r a l  r e f o r m  p r o p o s a l s ,  h e  d id  n o t  d e m o n ­
s t r a t e  th a t  th e  a b o l i t io n  of f r a c t i o n a l  b an k in g  w as  a n e c e s s a r y  r e q u i ­
s i t e  to  p o l ic y  b y  r u l e s .  In "A  M o n e ta ry  an d  F i s c a l  F r a m e w o r k  fo r
65 lb id . , p. 7 5 .
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E c o n o m ic  S ta b i l i ty ,  *' 100 p e r  c e n t  r e s e r v e  b ank in g  w a s  v iew ed  a s  a  
s u p p le m e n ta r y  r e f o r m  m e a s u r e  th a t  w ould  i n s u r e  c o m p le te  a u to -  
m a t i c i ty  of h i s  g e n e r a l  r e f o r m  s c h e m e .  In  A  P r o g r a m  fo r  M o n e ta ry  
S ta b i l i ty , 100 p e r  c e n t  r e s e r v e  b an k in g  w as  v ie w e d  a s  d e s i r a b l e  on  
th e  g ro u n d s  th a t  i t  w ou ld  s im p l i fy  th e  im p le m e n ta t io n  of m o n e t a r y  
p o l ic y ,  an d  th a t  i t  w ould  e l im in a te  th e  n e e d  fo r  g o v e rn m e n ta l  i n t e r ­
v e n t io n  in to  th e  len d in g  an d  in v e s t in g  p r o c e s s .  W hile  b o th  of th e s e  
en d s  m a y  be  d e s i r a b l e ,  th e y  a r e  n o t  su f f ic ie n t  to  e s t a b l i s h  100 p e r  
c e n t  r e s e r v e s  a s  a  n e c e s s a r y  p r e r e q u i s i t e  f o r  th e  im p le m e n ta t io n  
of p o l ic y  by  r u l e s .  M o r e o v e r ,  F r ie d m a n * s  t e s t im o n y  b e fo r e  
C o n g r e s s io n a l  c o m m i t t e e s  s u g g e s te d  th a t  he  d id  n o t  r e g a r d  100 p e r  
c e n t  r e s e r v e  b an k in g  a s  be ing  e s s e n t i a l  to  p o l ic y  by  r u l e s .  ^6 O n 
e a c h  o c c a s io n  h e  a d v o c a te d  th a t  th e  F e d e r a l  R e s e r v e  i n c r e a s e  the  
m o n e y  su p p ly  by  a r a t e  of t h r e e  to  f iv e  p e r  c e n t  a n n u a l ly ,  b u t  d id  n o t  
r e c o m m e n d  th a t  100 p e r  cen t  r e s e r v e  b ank ing  b e  e s t a b l i s h e d .
S. , C o n g r e s s ,  J o in t  E c o n o m ic  C o m m it te e ,  T h e  R e ­
la t io n s h ip  of P r i c e s  to  E c o n o m ic  S ta b i l i ty  an d  G ro w th , C o m p e n d iu m  
of P a p e r s  S u b m it te d  by  P a n e l i s t s ,  85 th  C o n g r e s s ,  2d S e s s io n ,  
M a r c h  31, 1958, pp. 241-256; U. S. , C o n g r e s s ,  J o in t  E c o n o m ic  
C o m m i t te e ,  H e a r in g s ,  E m p lo y m e n t , G ro w th , an d  P r i c e  L e v e ls ,  
P a r t  4, 86 th  C o n g r e s s ,  1st S e s s io n ,  M ay 25, 26, 27, an d  28, 1959, 
pp . 6 0 5 -6 4 8 ;  a n d  U. S. , C o n g r e s s ,  H o u se ,  C o m m it te e  on  B ank in g  
an d  C u r r e n c y ,  S u b c o m m it te e  on  D o m e s t ic  F in a n c e ,  H e a r i n g s , T he  
F e d e r a l  R e s e r v e  A f te r  F i f ty  Y e a r s ,  V ol. 2, 8 8 th  C o n g r e s s ,  2d 
S e s s io n ,  F e b r u a r y  a n d  M a rc h ,  1964, pp . 1133-1165, 1220-1222.
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H o w ev e r ,  w hen  a l l  of h i s  w r i t in g s  on m o n e ta r y  e c o n o m ic s  
a r e  c o n s id e r e d ,  i t  a p p e a r s  th a t  F r i e d m a n 's  a d v o c a c y  of p o l ic y  by  
r u l e s  im p l i c i t ly  a s s u m e s ,  i d e a l ly ,  100 p e r  c e n t  r e s e r v e  b ank in g . H e 
a r g u e d ,  a s  n o ted  e a r l i e r ,  t h a t  th e  f r a c t io n a l  r e s e r v e  s y s te m  i s  i n ­
h e r e n t ly  u n s ta b le  b e c a u s e  i t  a l lo w s  th e  v o lu m e  of c i r c u la t in g  m e d ia  
to  b e  in f lu e n c e d  b y  d e c i s io n s  of the  p ub lic  and  th e  b a n k s  to ho ld  
h ig h - p o w e re d  m o n ey , an d  th a t  th e  F e d e r a l  R e s e r v e ' s  a t t e m p t s  to 
o f f s e t  th e  e f f e c ts  of th e s e  d e c i s io n s  a r e  h a m p e r e d  b y  l a g s .  T h e  
r e s u l t  of th e  i m p e r f e c t io n  of th e  o f fse t t in g  m e a s u r e s  w a s ,  in  
F r i e d m a n 's  v iew , a  m o n e y  su p p ly  th a t  b e h a v e s  . . m o r e  i r ­
r e g u l a r l y  th a n  i t  n e e d s  to . . . . "6?
T h e r e f o r e ,  i t  i s  q u e s t io n a b le ,  in  the  c o n te x t  of F r i e d m a n 's  
w r i t in g s ,  w h e th e r  s ta b le  m o n e t a r y  g ro w th  cou ld  b e  a c h ie v e d  u n d e r  
th e  f r a c t io n a l  r e s e r v e  s y s te m  w ith o u t  a  s u b s ta n t ia l  a m o u n t  of d i s ­
c r e t i o n a r y  a c t io n  b y  the  m o n e ta r y  a u th o r i ty .  So long  a s  th e  r a t i o s  
of c u r r e n c y  h e ld  b y  the  p u b lic  to  d e m a n d  d e p o s i t s ,  r e s e r v e s  to  
d e p o s i t s ,  e tc .  , r e m a i n  s ta b le ,  ^8 th e n  open  m a r k e t  o p e ra t io n s  cou ld
^ F r i e d m a n ,  A  P r o g r a m  f o r  M o n e ta ry  S ta b i l i ty , p . 68.
68p e r h a p s  F r i e d m a n  a s s u m e d  s ta b i l i ty  of th e s e  r e l a t i o n ­
s h ip s  w hen  he  s ta te d  b e fo r e  th e  J o in t  E c o n o m ic  C o m m it te e  th a t  th e  
F e d e r a l  R e s e r v e  . . h a s  b o th  the  f o r m a l  p o w e r  and  th e  a c tu a l  
t e c h n ic a l  c a p a c i ty  to  c o n t r o l  th e  t o t a l  s to c k  of m o n e y  w ith  a  t im e  lag  
m e a s u r e d  in  w e ek s  and  to  a  d e g r e e  of p r e c i s i o n  m e a s u r e d  in  te n th s  
of 1 p e r  c en t .  " H e a r in g s ,  E m p lo y m e n t , G ro w th , and  P r i c e  L e v e l s , 
P a r t  4, p. 609. F r i e d m a n 's  r e s e a r c h  in d ic a te d  th a t  th e  s ig n i f ic a n t
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be u s e d  to  b r in g  a b o u t  c o n s ta n t  m o n e ta r y  g ro w th  a t  a  p r e d e t e r m in e d  
r a t e .  H o w e v e r ,  s h i f t s  in  th e  p u b l i c 's  o r  th e  b a n k s '  d e m a n d  to ho ld  
h ig h -p o w e re d  m o n e y  w ould  f o r c e  th e  F e d e r a l  R e s e r v e  to ta k e  o ff­
s e t t in g  m e a s u r e s  if  th e  d e s i r e d  g ro w th  r a t e  w e r e  to  b e  m a in ta in e d .
If t h e s e  o f f s e t t in g  m e a s u r e s  a r e  i n h e r e n t ly  d e s ta b i l i z in g ,  a s  
F r i e d m a n  su g g e s te d ,  th en  th e  p r o b le m  of a n  e r r a t i c  p a t t e r n  of m o n e ­
t a r y  b e h a v io r  w ould  n o t  b e  c o m p le te ly  so lv e d .  If no  o f f se t t in g  
m e a s u r e s  w e r e  a t t e m p te d ,  th e n  v a r i a t i o n s  in  th e  s to c k  of m o n e y  
m ig h t  b e  e x p e c te d  to  c o n tin u e .
F o r  e x a m p le ,  to th e  e x te n t  th a t  o p en  m a r k e t  p u r c h a s e s  
a f f e c t  b a n k  r e s e r v e s ,  p e r io d s  of c y c l ic a l  c o n t r a c t i o n s  m ig h t  be  
a s s o c i a t e d  l a r g e l y  w ith  i n c r e a s e s  in  e x c e s s  r e s e r v e s  th a t  w ould  
l a t e r  c o n t r ib u te  to  i n f la t io n a r y  p r e s s u r e s  d u r in g  c y c l ic a l  e x p a n s io n s .  
In  th e  f in a l  a n a l y s i s ,  u n d e r  f r a c t io n a l  r e s e r v e  b a n k in g ,  th e  to ta l  
s to c k  of m o n e y  ( c u r r e n c y  p lu s  d e m a n d  d e p o s i ts )  w ould  b e  a l t e r a b l e  
b y  d e c i s io n s  o f b a n k s  and  th e  n o n -b a n k  p u b l ic .
F r i e d m a n 's  s tu d ie s  of the  m o n e t a r y  h i s t o r y  of th e  U nited  
S ta te s  in d ic a te d  th a t  m o n e t a r y  i n s t a b i l i t y  i s  a  fu n c t io n  n o t  o n ly  of 
ex o g en o u s  c h a n g e s  in  th e  m o n e y  su p p ly  ( a s s o c ia t e d  w ith  " b a d "  m o n e ­
t a r y  p o l ic y ) ,  b u t  a l s o  of end o g en o u s  c h a n g e s  in  th e  m o n e y  su p p ly
r a t i o s  w e r e  n o r m a l ly  f a i r l y  c o n s ta n t ;  h o w e v e r ,  m o n e ta r y  r e f o r m ,  
i t  s e e m s  r e a s o n a b l e  to  a s s u m e ,  sh o u ld  b e  c o n c e r n e d  w ith  m i t ig a t in g  
th e  a d v e r s e  e f f e c ts  of a b n o r m a l  p e r io d s .
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( a s s o c ia t e d  w ith  c h a n g e s  in  th e  d e m a n d  f o r  c a s h  a s s e t s  by  th e  p u b l ic  
an d  c o m m e r c i a l  b a n k s ) .  I f  s t a b le  b e h a v io r  of th e  m o n e y  s to c k  is  
e s s e n t i a l  to  e c o n o m ic  s t a b i l i ty ,  a s  F r i e d m a n  a p p a r e n t ly  b e l i e v e s ,  
th e n  p o l ic y  b y  r u l e s  an d  100 p e r  c e n t  r e s e r v e  b an k in g  m u s t  b e  c o n ­
s i d e r e d  " c o m p l e m e n ta r y  g o o d s ,  "  to  u s e  th e  la n g u a g e  of th e  th e o r y  
of d e m a n d .  T h e  fo u r  p e r  c e n t  r u l e  m ig h t  e l im in a te  th e  p o s s ib i l i ty  
of " b a d "  m o n e ta r y  p o l ic y ,  bu t w ith o u t  r e m o v in g  th e  s o u r c e s  of en ­
do g eno us  c h a n g e s  in  the  s to c k  of m o n e y ,  the  d o o r  r e m a i n s  o p en  to 
" t in k e r in g "  w ith  th e  m o n e y  su p p ly , w h ich  F r i e d m a n  v ie w e d  a s  c o m ­
p le te ly  u n d e s i r a b l e .  T h e  p r in c ip a l  a d v a n ta g e  of th e  100 p e r  c e n t  
r e s e r v e  p la n ,  w h ic h  F r i e d m a n  f a i l e d  to  e x p lo i t ,  w a s  th a t  i t  w ould 
p r e v e n t  th e  s to c k  of m o n e y  f r o m  ch an g in g  in  r e s p o n s e  to  c y c l ic a l  
v a r i a t i o n s  in  in c o m e .
M in o r  r e f o r m s  of th e  e x is t in g  in s t i t u t io n a l  a r r a n g e m e n t s  
m ig h t  s im p l i f y  the  t a s k  of m o n e t a r y  c o n tro l  so  th a t  s t a b le  m o n e ta r y  
g ro w th  m ig h t  b e  a p p r o x im a te d .  H o w e v e r ,  w i th in  th e  c o n te x t  of 
F r i e d m a n ’s a n a l y s i s ,  th e  g o a l  o f s t a b le  m o n e ta r y  g ro w th  cou ld  n o t  
b e  fu l ly  a c h ie v e d  w ith o u t  th e  i n s t i t u t io n  of 100 p e r  c e n t  r e s e r v e  
ban k in g .
F r i e d m a n ’s r e c o m m e n d a t io n  th a t  th e  F e d e r a l  R e s e r v e  i n ­
c r e a s e  th e  m o n e y  su p p ly  v ia  o p e n  m a r k e t  o p e ra t io n s  u n d e r  the  
f r a c t i o n a l  r e s e r v e  s y s te m  sh o u ld  p e r h a p s  be  i n t e r p r e t e d  a s  a
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p r a g m a t i c  p o l ic y  s u g g e s t io n  r a t h e r  th a n  a s  e v id e n c e  o f  i n t e r n a l  i n ­
c o n s i s te n c y .  69
In th e  c o n te x t  of " F r i e d m a n i a n  e c o n o m ic s ,  " d i s c r e t i o n a r y  
m o n e ta r y  p o l ic y  w ould  r e p r e s e n t  th e  m o s t  u n s a t i s f a c t o r y  of a r r a n g e ­
m e n t s ,  w h ile  th e  fo u r  p e r  c e n t  r u l e  in  c o n ju n c tio n  w ith  100 p e r  c e n t  
r e s e r v e s  w ould  r e p r e s e n t  th e  i d e a l  a r r a n g e m e n t .  B e tw e e n  t h e s e  two 
p o le s  w ould  be  th e  f o u r  p e r  c e n t  r u l e  u n d e r  e x is t in g  in s t i tu t io n a l  a r ­
r a n g e m e n t s .  T h is  i s  in d ic a te d  b y  h i s  s t a t e m e n t  r e g a r d i n g  i m p l e ­
m e n ta t io n  of th e  fo u r  p e r  c e n t  r u l e  u n d e r  e x is t in g  in s t i tu t io n s :
T h is  i s  n o t ,  u n d e r  o u r  p r e s e n t  s y s t e m ,  an  e a s y  
th in g  to  do . I t  in v o lv e s  a  g r e a t  m a n y  t e c h n ic a l  
d i f f ic u l t i e s  an d  t h e r e  w i l l  b e  s o m e  d e v ia t io n s  
f r o m  i t .  . . . W hile  th is  i s  by  no  m e a n s  n e c e s ­
s a r i l y  a n  id e a l  g ad g e t ,  i t  s e e m s ,  in  lo o k in g  a t  
th e  r e c o r d ,  th a t  i t  w ou ld  w o rk  p r e t t y  w e l l .  It 
w ou ld  h a v e  w o rk e d  f a r  b e t t e r  . . . o v e r  th e  l a s t  
f if ty  y e a r s  th a n  w h a t w e a c tu a l ly  h a d .  . . . ?0
6 9 x h is  i n t e r p r e t a t i o n  i s  s u g g e s te d  b y  th e  fo l lo w in g  e x c e r p t  
f r o m  h is  t e s t im o n y  b e f o r e  th e  J o in t  E c o n o m ic  C o m m i t te e ,  Ib id . , 
p . 635:
" S e n a to r  B u sh :  W ould you f a v o r  c u r t a i l i n g  t h e i r  p o w e rs  
a f fe c t in g  th e  m o n e y  su p p ly , a s ,  fo r  in s t a n c e ,  t h e i r  
o p e n  m a r k e t  p o l ic y  p o w e r s ,  t h e i r  p o w e r  to  c o n t r o l  the  
d is c o u n t  r a t e ,  an d  t h e i r  s e t t in g  of r e s e r v e  r e q u i r e m e n t s ?  . . .
M r .  F r i e d m a n :  Y e s ,  s i r ;  I do.
S e n a to r  B u sh :  T o  w h a t  e x te n t ,  o r  w ou ld  you a b o l i s h  t h e m ?
M r .  F r i e d m a n :  T h e r e  a r e  tw o d i f f e r e n t  l e v e l s  on  w h ich  
I c a n  a n s w e r  th e  q u e s t io n .  O n e  i s  w h a t  you  m ig h t  c a l l  
m in o r  a l t e r a t i o n s  in  th e  p r e s e n t  s t r u c t u r e  o f p o w e r s .
T h e  o th e r  i s  in  t e r m s  of a  m u c h  m o r e  fu n d a m e n ta l  r e f o r m  
in  o u r  w hole  m o n e t a r y  an d  b a n k in g  s t r u c t u r e .
L e t  m e  t a lk  a b o u t  th e  f i r s t .  u
70jrr iedm an, "A  Program  for M onetary Stability -  I, "
R e a d in g s  in  F in a n c ia l  I n s t i tu t io n s ,  p . 209.
CH APTER VI
100 P E R  C E N T  R E S E R V E  BANKING CO N SID ER ED  IN T H E  
C O N T E X T  O F  C O N T E M P O R A R Y  M O N ETA RY  TH E O R Y
T h e  v a r i o u s  100 p e r  c e n t  p la n s  th a t  h av e  b e e n  t r e a t e d  in  th i s  
d i s s e r t a t i o n  w e r e  u s u a l ly  a s s o c i a t e d  w ith  p r o p o s a l s  a im e d  u l t im a te ly  
a t  g e n e r a l  r e f o r m  of the  m o n e t a r y  a n d  f in a n c ia l  s y s te m .  A ls o ,  the  
100  p e r  c e n t  r e s e r v e  p la n s  h a v e  b e e n  c lo s e ly  a s s o c i a t e d  w ith  p r o ­
p o s a l s  f o r  m o n e t a r y  p o l ic y  by  r u l e s .  T h e  p u r p o s e  of th i s  c h a p te r  
w i l l  b e  to  e x a m in e  s o m e  of th e  c o n te m p o r a r y  d i s c u s s io n  a b o u t  the  
r e l a t i v e  m e r i t s  of m o n e ta r y  p o l ic y  b y  r u l e s  and  by  d i s c r e t i o n a r y  a u ­
t h o r i t i e s ,  to  e v a lu a te  th e  i m p a c t  of 100 p e r  c e n t  r e s e r v e s  on b a n k  
a s s e t  p r e f e r e n c e s ,  and  f in a l ly  to c o n s id e r  100 p e r  c e n t  r e s e r v e  
b ank in g  in  c o n ju n c t io n  w ith  d i s c r e t i o n a r y  m o n e ta r y  p o lic y .
R u le s  v e r s u s  A u t h o r i t i e s : the  E c o n o m ic  A n a ly s i s
T h e  r u l e s  a d v o c a te s  b a s e d  t h e i r  c a s e  a g a i n s t  d i s c r e t i o n a r y  
m o n e ta r y  p o l ic y  on  p o l i t i c a l  a s  w e l l  a s  e c o n o m ic  g ro u n d s .  T h e  b a s i c  
p o l i t i c a l  p h i lo so p h y  of th e  S i m o n s - M i n t s - F r i e d m a n  t r a d i t i o n  v ie w e d  
an y  c o n c e n t r a t io n  of p o w e r - - p u b l i c  o r  p r i v a t e — in to  th e  h a n d s  of m e n
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w ith  d i s c r e t i o n a r y  a u th o r i ty  a s  a  t h r e a t  to  in d iv id u a l  l i b e r ty .  F o r  
e x a m p le ,  th e  F e d e r a l  R e s e r v e  B o a r d , s p o w er  to  v a r y  r e s e r v e  r e ­
q u i r e m e n t s ,  m a r g i n  r e q u i r e m e n t s ,  th e  d is c o u n t  r a t e ,  e tc .  , w ould  be  
v ie w e d  a s  f o r m s  of c o e r c io n  in c o m p a t ib le  w ith  a  d e m o c r a t i c  s o c ie ty .  
H o w e v e r ,  the  e x te n t  to  w h ich  th e  m o n e t a r y  a u th o r i ty  r e p r e s e n t s  a 
t h r e a t  to  in d iv id u a l  l i b e r ty  i s  n o t  c l e a r  and  sh o u ld ,  p e r h a p s ,  b e  l e f t  
to  s tu d e n ts  of p o l i t i c a l  p h i lo so p h y . T h e  e c o n o m ic  g ro u n d s  upon  
w h ich  d i s c r e t i o n a r y  p o l ic y  h a s  b e e n  a t t a c k e d  do b e a r  e x a m in a t io n  
h e r e .  T h e  c o n c e n t r a t io n  of m o n e t a r y  p o w e r s  in to  th e  h a n d s  of a  
g ro u p  of m e n  w ith  d i s c r e t i o n a r y  a u th o r i ty ,  r a n  th e  t r a d i t i o n a l  a r g u ­
m e n t ,  m a k e s  p o s s ib le  e r r o r s  of a  g r a n d  m a g n i tu d e .  T he p o s s ib i l i ty  
of e r r o r s ,  r e g a r d l e s s  of th e  good in te n t io n s  of th o s e  in  a u th o r i ty ,  
p e r s i s t s  b e c a u s e  of th e  im p e r f e c t i o n  of f o r e c a s t i n g  a b i l i ty  and  the  
p r e s e n c e  of l a g s .  F u r t h e r m o r e ,  th e  p u b l i c 's  u n c e r t a i n t y  a b o u t  th e  
f u tu r e  of m o n e t a r y  p o l ic y  te n d s  to  c r e a t e  c o n d i t io n s  o f m o n e ta r y  
in s t a b i l i ty .  T h u s ,  the  r u l e s  a d v o c a te s  c o n c lu d e d  th a t  p o l ic y  by  so m e  
r u l e  w ould  r e m o v e  the  c h a n c e  of a g r a n d  e r r o r ,  m in im iz e  the 
e f f e c ts  of l a g s ,  an d  p r o v id e  th e  p u b l ic  w ith  c e r t a in ty .
L a g s  a n d  D i s c r e t i o n a r y  P o l i c y
T h e  F r i e d m a n  a r g u m e n t  fo r  m o n e ta r y  p o l ic y  by r u l e s  r e s t s  
in  p a r t  upon  h is  lag  h y p o th e s is .  A s n o ted  in  the  p r e c e d in g  c h a p te r ,  
F r i e d m a n  a r g u e d  th a t  m o n e t a r y  p o l ic y ,  s in c e  i t s  e f fe c ts  o c c u r  on ly  
a f t e r  a  lag  th a t  i s  b o th  long  an d  v a r i a b l e ,  m a y  c o n t r ib u te  to
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i n s t a b i l i t y  r a t h e r  th a n  to  s t a b i l i ty .  To th e  e x te n t  th a t  th e  la g  h y p o th e ­
s i s  can  b e  d i s c r e d i t e d ,  th e  c a s e  fo r  m o n e ta r y  p o l ic y  by r u l e s  i s  
w e a k e n e d .  A m ong  th e  m o r e  v a l id  c r i t i c i s m s  o f th e  la g  d o c t r i n e  w e r e  
th o s e  m a d e  b y  J .  M. C u lb e r t s o n .   ^ H is  c r i t i c i s m s  w e r e  a im e d  a t  
F r i e d m a n 's  t e c h n iq u e s  of m e a s u r i n g  th e  la g  and  th e  p o l ic y  i m p l i ­
c a t io n s  of th e  lag  d o c t r in e .
S p e c if ic a l ly ,  C u lb e r t s o n  q u e s t io n e d  F r i e d m a n 's  te c h n iq u e  
of c o m p a r in g  th e  m a x im u m  r a t e  of i n c r e a s e  in  th e  m o n ey  su p p ly  w ith  
th e  tu rn in g  p o in t  of b u s i n e s s  a c t iv i ty .  In  C u l b e r t s o n 's  w o rd s :
. . .  in  an y  sm o o th  c y c l ic a l  s e r i e s  th e  m a x im u m  
r a t e  of i n c r e a s e  o c c u r s  b e fo r e  th e  a b s o lu te  m a x i ­
m u m , an d  i f  th e  s e r i e s  i s  a t  a l l  i r r e g u l a r  in  i t s  
p e r io d  o r  t im e  sh a p e ,  th e  'lag* w i l l  b e  a  v a r i a b l e  
one . . . . W hat d o e s  th is  p r o v e ? 2
F r i e d m a n  d e fe n d e d  h is  te c h n iq u e  on th e  g ro u n d s  th a t  the  
r a t e  of ch an g e  of th e  s to c k  of m o n e y  (i. e. , th e  se c o n d  d e r i v a t i v e  of 
th e  s to c k  of m oney )  cou ld  v a l id ly  b e  c o m p a r e d  w ith  th e  r a t e  of ch an g e  
of e c o n o m ic  a c t iv i ty ,  w h ic h  i s  a l s o  th e  d e r iv a t i v e  of a  s to c k .  A s 
F r i e d m a n  e x p la in e d :
l j .  M. C u lb e r t s o n ,  " F r i e d m a n  on  th e  L ag  in  E f fe c t  of M o n e ­
t a r y  P o l i c y ,  " J o u r n a l  of P o l i t i c a l  E co n o m y , LXVIII ( D e c e m b e r ,
I960), 617-621; an d  C u lb e r t s o n ,  " T h e  L ag  in  E f fe c t  of M o n e ta ry  
P o l ic y :  R e p ly ,  "  J o u r n a l  of P o l i t i c a l  E c o n o m y , LXIX (O c to b e r ,  1961), 
4 6 7 -4 7 7 .
2
C u lb e r t s o n ,  " F r i e d m a n  o n  th e  L ag  in  E f fe c t  of M o n e ta r y  
P o l i c y ,  "  p. 620. T h is  s a m e  c r i t i c i s m  w a s  e x p r e s s e d  by  Jo h n  
K a r e k e n  an d  R o b e r t  M. Solow  in  t h e i r  " L a g s  in  M o n e ta ry  P o l i c y ,  " in  
C o m m is s io n  on M oney  and  C r e d i t ,  S ta b i l i z a t io n  P o l i c i e s  (E ng lew ood  
C lif f s ,  N. J .  : P r e n t i c e - H a  11, I n c . ,  1963), pp. 15-18.
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. . . e v e r y  i te m  in  th e  flow  of in c o m e  c a n  be  r e ­
g a rd e d  a s  the  d e r iv a t iv e  of a  c o r r e s p o n d in g  
s to c k .  . . . F r o m  th is  p o in t  of v ie w , th e  s to c k  of 
m o n e y  i s  c o m p a r a b le  to  th e  s to c k  o f h o u s in g  o r  to 
th e  s to c k  of d u r a b le  good s, in  s h o r t ,  to  w e a l th  
r a t h e r  th a n  to  in c o m e .  . . . S im i la r ly ,  th e  r a t e  
of c h an g e  of b u s in e s s  i s  a  s e c o n d  d e r iv a t i v e  of a  
s to c k  c o m p a r a b l e  d im e n s io n a l ly  n o t  to  th e  r a t e  of 
c h an g e  of m o n e y  s to c k ,  b u t  to th e  s e c o n d  d e r iv a t iv e  
of the  m o n e y  s to c k .  3
T h e  d e fe n s e  of th i s  m e th o d o lo g y  n o tw i th s ta n d in g ,  F r i e d m a n  o f f e re d
o th e r  e v id e n c e  of a  s i z a b le  an d  v a r i a b l e  lag .
W hen th e  lag  w a s  m e a s u r e d  b y  e m p lo y in g  a s te p - fu n c t io n ,
th e  c h a n g e s  in  th e  r a t e  of ch an g e  of th e  s to c k  of m o n e y  l e d  c h a n g e s
in  b u s i n e s s  a c t iv i t y  b y  f iv e  m o n th s  a t  p e a k s  and  fo u r  m o n th s  a t
t ro u g h s .  4
"^Milton F r i e d m a n ,  "T h e  L a g  in  E f fe c t  of M o n e ta ry  P o l i c y ,  " 
J o u r n a l  of P o l i t i c a l  E c o n o m y ,  XLIX (O c to b e r ,  1961), 452.
4 Ib id . , p. 458. T h is  m e th o d  of la g  m e a s u r e m e n t  w as  e x ­
p la in e d  by  F r i e d m a n  a s  fo l low s:
" B e c a u s e  of th e  d i f f ic u l ty  of d a t in g  p e a k s  and  
t r o u g h s  in  so  choppy  an d  e r r a t i c  a  s e r i e s  a s  the  
r a t e  of c h an g e  of th e  s to c k  of m o n e y ,  we h a v e  
a l s o  m a d e  t im in g  c o m p a r i s o n s  on  a  d i f f e r e n t  b a s i s .
T h e  r a t e  of c h an g e  s e r i e s  o f ten  s e e m s  to  sh if t  
a b r u p t ly  f r o m  on e  l e v e l  to a n o th e r .  T h is  s u g g e s t s  
a p p ro x im a t in g  i t  b y  a  s te p  fu n c t io n  c o n s i s t in g  of 
a l t e r n a t in g  h ig h  a n d  low  s t e p s .  We c a l l  th e  d a te  a t  
w h ic h  th e  h ig h  s te p  e n d s ,  th e  ' s t e p 1 p e a k ,  a n d  th e  
d a te  a t  w h ich  th e  low  s te p  e n d s ,  th e  ’s t e p 1 t ro u g h .  . . . 
th e  s te p  d a te s  on  th e  a v e r a g e  p r e c e d e  th e  /T la t io n a l  
B u r e a u  of E c o n o m ic  R e s e a r c h _ /  r e f e r e n c e  d a te s  by 
f iv e  m o n th s  a t  p e a k s  and  fo u r  m o n th s  a t  t r o u g h s .  "
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A n o th e r  m e th o d  e m p lo y e d  b y  F r i e d m a n  (w ith  D av id
M e is e lm a n )  a l s o  in d ic a te d  th e  p r e s e n c e  of a  lag . F r o m  1948 th ro u g h
1958, a  c o m p a r i s o n  of q u a r t e r - t o - q u a r t e r  p e r c e n t a g e  c h a n g e s  in  th e
s to c k  of m o n ey  a n d  th e  p e r c e n ta g e  d e v ia t io n s  of c o n su m p tio n  f r o m  a
t r e n d  y ie ld e d  t h e s e  r e s u l t s ' :  C h a n g e s  in  th e  s to c k  of m o n ey  te n d e d  to
le a d  c h a n g e s  in  c o n s u m p t io n  by  n ine  to tw e lv e  m o n th s .  ^
W hile  th e  fo re g o in g  in d ic a te s  the  p r e s e n c e  of a  v a r i a b l e  lag
b e tw e e n  the  t im e  m o n e ta r y  p o l ic y  i s  im p le m e n te d  and  the  t im e  th a t
i t s  e f f e c t s  a r e  t r a n s m i t t e d  to  o th e r  e c o n o m ic  v a r i a b l e s ,  y e t  the
r a n g e  of l a g s  y ie ld e d  by  a l t e r n a t i v e  m e th o d s  of c o m p u ta t io n  te n d s  to
c lo u d  th e  i s s u e  in s o f a r  a s  e m p i r i c a l  e v id e n c e  i s  c o n c e rn e d .
P e r h a p s  th e  m o s t  m e a n in g fu l  s t a t e m e n t  on  th e  lag  h y p o th e s is
r e g a r d i n g  th e  e m p i r i c a l  e v id e n c e  w a s  m a d e  b y  P r o f e s s o r s  Ando,
B ro w n , Solow, a n d  K a re k e n :
O u r  c o n c lu s io n  is  th a t  i t  / j i i o n e t a r y  p o l ic y ^  w o rk s  
n e i th e r  so  s lo w ly  a s  F r i e d m a n  th in k s ,  n o r  a s  
q u ic k ly  a n d  s u r e l y  a s  the  F e d e r a l  R e s e r v e  i t s e l f  
s e e m s  to  b e l ie v e .  W e find  th a t  th e  e f fe c t  of m o n e ­
t a r y  p o l ic y  on  th e  f low  of e x p e n d i tu r e s  i s  f a r  f r o m  
o v e rw h e lm in g ,  though  i t  e x i s t s  an d  i s  of a  m a g n i ­
tu d e  w o r th  e x p lo i t in g  in  th e  i n t e r e s t  o f e c o n o m ic  
s t a b i l i ty .  We a l s o  f in d  th a t  th oug h  th e  fu l l  r e  s u i t s  
of p o l ic y  c h a n g e s  on  th e  flow  of e x p e n d i tu r e s  m a y  
be  a  long  t im e  c o m in g ,  n e v e r t h e l e s s  th e  c h a in  of 
e f fe c ts  i s  s p r e a d  out o v e r  a  f a i r l y  w ide  in te r v a l .
T h is  m e a n s  th a t  so m e  e f fe c t  c o m e s  r e a s o n a b l y
5 Ib id . , pp. 4 5 8 -4 6 0 . A lso  s e e  M il to n  F r i e d m a n  a n d  D av id  
M e is e lm a n ,  " T h e  R e la t iv e  S ta b i l i ty  of M o n e ta ry  V e lo c i ty  a n d  th e  In ­
v e s t m e n t  M u l t ip l i e r  in  th e  U n ited  S ta te s ,  1897-1958, " in  C o m m is s io n  
on M oney  an d  C r e d i t ,  S ta b i l i z a t io n  P o l i c i e s ,  pp. 165-268.
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q u ick ly  and  th a t  th e  e f fe c ts  b u i ld  up  o v e r  t im e  
so  th a t  so m e  s u b s ta n t ia l  s t a b i l i z in g  p o w e r  r e *  
s u i t s  a f t e r  a  l a p s e  o f t im e  of th e  o r d e r  of s ix  
o r  n in e  m o n th s .  ^
In  c o n t r a s t ,  R i c h a r d  S e ld e n  e x p r e s s e d  the  v ie w  th a t  d e s p i te  
th e  d i f f ic u l t i e s  in  d a t in g  of p e a k s  an d  t r o u g h s ,  " . . . F r i e d m a n  h a s  
p r o b a b ly  u n d e r s t a t e d ,  r a t h e r  th an  o v e r s t a t e d ,  th e  le n g th  of the  
l a g s .  "7
T h e  i s s u e  i s  p e r h a p s  c l a r i f i e d  w hen  th e  u n d e r ly in g  r e a s o n s
fo r  the  la g  a r e  c o n s id e r e d .  F r i e d m a n  e x p la in e d  th e  le n g th  of th e
la g  in  t e r m s  of s lu g g is h  r e a c t i o n s  to  c h a n g e s  in  the  pub lic*s
" b a la n c e  sh e e t .  " A F e d e r a l  R e s e r v e  p u r c h a s e  of s e c u r i t i e s  r e s u l t s
in  u l t im a te ly  d i s tu r b in g  th e  e q u i l ib r iu m  r e l a t i o n s h i p  b e tw e e n  c a s h
an d  o th e r  a s s e t s .  In  o r d e r  to  r e s t o r e  the  e q u i l ib r iu m ,  h o ld e r s  of
c a s h  w il l  e v e n tu a l ly  s e e k  to  r e d u c e  th e i r  a b n o r m a l ly  h igh  c a s h
b a la n c e s  by  p u r c h a s in g  a s s e t s .
If th e  e x t r a  d e m a n d  i s  in i t i a l l y  d i r e c t e d  a t  a  p a r ­
t i c u l a r  c l a s s  of a s s e t s  . . . th e  r e s u l t  w i l l  b e  to  
p u l l  th e  p r i c e s  of su c h  a s s e t s  ou t  of l in e  w ith  o th e r  
a s s e t s  an d  th u s  to  w iden  th e  a r e a  in to  w h ich  the  
e x t r a  c a s h  s p i l l s .  T he  i n c r e a s e d  d e m a n d  w il l  
s p r e a d ,  s o o n e r  o r  l a t e r  a f fe c t in g  e q u i t i e s ,  h o u s e s ,  
d u r a b l e  p r o d u c e r  goo ds, d u r a b l e  c o n s u m e r  goods 
a n d  so  on. . . . T h e s e  e f f e c ts  c a n  b e  d e s c r i b e d  a s
^ A lb e r t  A ndo , E. C a r y  B ro w n , R o b e r t  M. Solow , an d  Jo h n  
K a r e k e n ,  " L a g s  in  F i s c a l  an d  M o n e ta ry  P o l i c y ,  " in  C o m m is s io n  on 
M oney  and  C r e d i t ,  S ta b i l i z a t io n  P o l i c i e s , p. 2.
"^Richard S e ld e n ,  " S ta b le  M o n e ta r y  G ro w th ,  " in  In  S e a r c h  
of a  M o n e ta ry  C o n s t i tu t io n , ed. L e la n d  Y e a g e r  (C a m b r id g e ,  M a s s .  : 
H a r v a r d  U n iv e r s i ty  P r e s s ,  1962), p. 348.
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o p e ra t in g  on  i n t e r e s t  r a t e s , 1 i f  a  m o r e  c o s m o ­
p o l i ta n  i n t e r p r e t a t i o n  of ' i n t e r e s t  r a t e s '  i s  a d o p te d  
th a n  th e  u s u a l  one w h ich  r e f e r s  to  a  s m a l l  r a n g e  
of m a r k e t a b l e  s e c u r i t i e s ,  8
T h is  p r o c e s s ,  c o n tin u ed  F r i e d m a n ,  te n d s  to  r a i s e  the  p r i c e  
of s o u r c e s  o f p r o d u c e r  and  c o n s u m e r  s e r v i c e s ,  r e l a t i v e  to  th e  p r i c e s  
of th e  s e r v i c e s  t h e m s e lv e s ,  e. g. , to  u s e  F r i e d m a n 's  e x a m p le ,  th e  
p r i c e  of h o u s e s  w ou ld  r i s e  r e l a t i v e  to  r e n t s .  T h e  in d u c e m e n t  to  i n ­
v e s tm e n t  w ould  b e  th e  r i s i n g  p r i c e s  of s o u r c e s  of s e r v i c e s  and  the  
in d u c e m e n t  to  c o n su m p tio n  w ould  be  th e  i n d i r e c t  a c q u i s i t io n  of s e r ­
v ic e s  a s  o p p o se d  to  the  s o u r c e s  of th e  s e r v i c e s .  T h is  a n a l y s i s  of 
th e  c a u s e  of th e  la g  w a s  c o n c lu d e d  in  th is  f a sh io n :
. . . t h e s e  r e a c t i o n s  in  t h e i r  t u r n  ten d  to  r a i s e  th e  
p r i c e s  of s e r v i c e s  r e l a t i v e  to  the  p r i c e s  of s o u r c e s ,  
th a t  i s ,  to  undo  th e  in i t i a l  e f fe c ts  on i n t e r e s t  r a t e s .
T h e  f in a l  r e s u l t  m a y  be  a r i s e  in  e x p e n d i tu r e s  in  
a l l  d i r e c t i o n s  w ith o u t  a n y  c h a n g e  in  i n t e r e s t  r a t e s  
a t  a l l ;  i n t e r e s t  r a t e s  an d  a s s e t  p r i c e s  m a y  s im p ly  
b e  the  c o n d u it  th ro u g h  w h ich  th e  e f fe c t  of th e  m o n e ta r y  
c h an g e  i s  t r a n s m i t t e d  to  e x p e n d i tu r e s  w ith o u t  b e in g  
a l t e r e d  a t  a l l ,  j u s t  a s  a  g r e a t e r  in f low  in to  a  la k e  m a y ,  
a f t e r  a n  in te r v a l ,  s im p ly  i n c r e a s e  th e  r a t e  of ou tflow  
w ith o u t  a l t e r i n g  th e  l e v e l  of th e  la k e  i t s e l f .  9
T h e  e s s e n c e  of th is  a n a l y s i s  i s  th a t  c h a n g e s  in  th e  m o n e y
su p p ly  m a y  h a v e  im m e d ia te  e f f e c t s  upon f in a n c ia l  m a r k e t s ,  b u t  th a t
a d ju s tm e n t s  in  th e  f lo w s  of in c o m e  and  e x p e n d i tu r e s  o c c u r  o v e r  a
p e r io d  of t im e .  T h e  la g  in  r e s p o n s e  to  m o n e t a r y  p o l ic y  i s  a  fu n c t io n
^ F r i e d m a n ,  "T h e  L a g  in  E f fe c t  of M o n e ta ry  P o l i c y ,  " p. 462.
9Ib id .
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of s lu g g is h  r e a c t i o n s  to  c h a n g e s  in  th e  p u b l i c 's  b a la n c e  s h e e t ,  and  
th e  lag  i s  f u r t h e r  e x te n d ed  a s  c h a n g e s  in  e x p e n d i tu r e s  r e a c t  b a c k  on 
f in a n c ia l  m a r k e t s .
T h e  fo re g o in g ,  w hile  a  p la u s ib le  e x p la n a t io n  of th e  lag  
e ffe c t ,  m a y  b e  c o n s id e r e d  one of s e v e r a l  e x p la n a t io n s .  T h e  lag  
e f fe c t  i s  no t  on ly  c o m p a t ib le  w ith  th e  m o d e r n  q u a n ti ty  th e o ry ,  b u t  
w ith  in c o m e - e x p e n d i tu r e  t h e o r y  a s  w e l l ,  the  e s s e n t i a l  e le m e n t  be ing  
th a t  a d ju s tm e n t s  to  p o l ic y  a c t io n s  an d  t h e i r  e f f e c ts  do n o t  o c c u r  s i ­
m u l ta n e o u s ly .  T h e  m o r e  c r u c i a l  q u e s t io n ,  so  f a r  a s  p o l ic y  i s  c o n ­
c e r n e d ,  i s  th e  v a r i a b i l i t y  of th e  lag . F r i e d m a n  r e p o r t e d  in  h is  
r e s e a r c h  t h a t  th e  s t a n d a r d  d e v ia t io n  of the  i n t e r v a l s  b e tw e e n  c h a n g e s  
in  th e  r a t e  of ch an g e  of the  s to c k  of m o n e y  a n d  in  r e f e r e n c e  c y c le  
tu rn in g  p o in ts  w a s  s ix  to  s e v e n  m o n th s ,  d ep en d in g  upon  lag  m e a s u r e ­
m e n t  te c h n iq u e  e m p lo y ed . H o w e v e r ,  h e  c o n c e d e d  th a t  e r r o r s  in  
e s t im a t in g  th e  s t a n d a r d  d e v ia t io n  m a k e  . . th e  e v id e n c e  on the  
v a r i a b i l i t y  of th e  lag  . . . l e s s  s a t i s f a c t o r y  th a n  th e  e v id e n c e  on  the  
a v e r a g e  lag .
It w a s  C u l b e r t s o n 's  v ie w  th a t  th e  o n ly  v a l id  m e a s u r e m e n t  o f 
th e  la g  w ould  b e  m u l t i v a r i a t e  s t a t i s t i c a l  a n a ly s i s  " ,  . . t h a t  f a c e s  
up to th e  c o m p le x  i n t e r r e l a t i o n s h i p s  b e tw e e n  c h a n g e s  in  m o n e y  an d
10Ibid. , p. 463.
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c h a n g e s  in  in c o m e .  . . . O n  th e  s t a t i s t i c a l  l e v e l ,  th e  i s s u e  of 
le n g th  and  v a r i a b i l i t y  w a s  n o t  r e s o l v e d  in  th e  e x c h a n g e  b e tw e e n  
F r i e d m a n  a n d  C u lb e r t s o n ,  e t  a l .  Y et o th e r  a s p e c t s  o f  t h e i r  c o n t r o ­
v e r s y  s h e d  l ig h t  on th e  g e n e r a l  q u e s t io n  of r u l e s  v e r s u s  a u th o r i t i e s  
in  m o n e t a r y  p o l ic y  a n d  th e  d e s i r a b i l i t y  of 100 p e r  c e n t  r e s e r v e  
bank ing .
O n  o n e  h a n d ,  F r i e d m a n  c o n te n d e d  th a t  th e  p r e s e n c e  of th e  
la g  b e tw e e n  a c t io n  an d  i t s  e f f e c t s  m a d e  d i s c r e t i o n a r y  m o n e ta r y  p o l ic y  
a  s o u r c e  of i n s t a b i l i ty .  C u lb e r t s o n  c o n te n d e d  th a t  i f  th i s  b e  th e  c a s e ,  
th e n  a u to m a t i c  p o l ic y  w ould  r e p r e s e n t  no im p r o v e m e n t ,  s in c e  th e  i m ­
p a c t  of b o th  d i s c r e t i o n a r y  an d  a u to m a t ic  m o n e t a r y  p o l ic y  w ould  be  
t r a n s m i t t e d  th r o u g h  th e  s a m e  c h a n n e ls .  ^  H o w e v e r ,  a s  F r i e d m a n  
p o in te d  o u t  e a r l i e r ,  d i s c r e t i o n a r y  p o l ic y  i s  n o t  on ly  s u b je c t  to l a g s  
b e tw e e n  p o l ic y  a c t io n s  an d  th e  r e s p o n s e  to  p o l ic y  a c t io n s ,  b u t  to  l a g s  
b e tw e e n  th e  p o in t  in  t im e  w hen  a p r o b l e m  o c c u r s  an d  th e  t im e  w hen  
th e  p r o b le m  i s  r e c o g n iz e d ,  a n d  to  th e  l a g s  b e tw e e n  th e  r e c o g n i t io n  of 
a  p r o b le m  an d  th e  im p le m e n ta t io n  of c o r r e c t i v e  p o l ic y  m e a s u r e s .  ^  
W hile  a u to m a t i c  m o n e t a r y  p o l ic y  w ould  be  s u b je c t  to  the  lag  in
^■ C ulbertson , " T h e  L a g  in  E f fe c t  of M o n e ta ry  P o l ic y :
R e p ly ,  " p . 474 .
l^ C u lb e r t s o n ,  " F r i e d m a n  o n  th e  L a g  in  E f fe c t  of M o n e ta r y  
P o l i c y ,  " pp. 618-620.
^ M i l t o n  F r i e d m a n ,  "A  M o n e ta r y  a n d  F i s c a l  F r a m e w o r k  fo r  
E c o n o m ic  S ta b i l i ty ,  " A m e r i c a n  E c o n o m ic  R e v ie w , XXXVIII {June, 
1948), 2 5 5 -2 5 6 .
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r e s p o n s e  to p o l ic y  a c t io n ,  i t  w ould  e l im in a te ,  i n s o f a r  a s  in s t i tu t io n a l  
a r r a n g e m e n t s  p e r m i t ,  th e  r e c o g n i t io n  an d  a d m i n i s t r a t i v e  l a g s .
C u lb e r t s o n  c o n te n d e d  th a t  F r i e d m a n  a s s u m e d  c a u s a l i t y  a s  
ru n n in g  on ly  f r o m  m o n e y  to b u s in e s s  a c t i v i t y . ^  T h a t  F r i e d m a n  d id  
n o t  m a k e  th is  a s s u m p t io n ,  15 a l th o u g h  i t  m a y  h a v e  b e e n  i m p l i c i t  in  
h is  s t a t i s t i c a l  a n a l y s i s ,  i s  p e r h a p s  l e s s  s ig n i f ic a n t  th a n  C u l b e r t s o n 's  
u n in te n t io n a l  p in p o in t in g  of a  p r in c ip a l  a d v a n ta g e  of th e  100 p e r  c e n t  
r e s e r v e  p l a n - - t h a t  i t  w ould p r e v e n t  en d o g en o u s  c h a n g e s  in  th e  m o n e y  
su p p ly  by  b r e a k in g  th e  l in k  of c a u s a l i t y  ru n n in g  f r o m  b u s i n e s s  a c ­
t iv i ty  to the  s to c k  of m o n ey .
S ta b le  M o n e ta r y  G ro w th
In  th e  f in a l  a n a l y s i s ,  th e  c a s e  fo r  m o n e t a r y  p o l ic y  by  r u l e s  
d o e s  n o t  r e s t  e x c lu s iv e ly  on th e  v a l id i ty  of th e  F r i e d m a n  la g  h y p o th e ­
s i s .  T h e  e l im in a t io n  of th e  " r e c o g n i t io n "  la g  a n d  th e  " a c t io n "  l a g s  
a r e  p o in ts  in  f a v o r  of p o l ic y  by  r u l e s ,  w h ile  th e  lag  in  r e s p o n s e  to 
p o l ic y  a c t io n s  w ould  a p p ly  e q u a l ly  to  bo th  d i s c r e t i o n a r y  a n d  a u to ­
m a t i c  p o l ic y .  T h e  c a s e  fo r  p o l ic y  by  r u l e s  m u s t  r e s t  u l t im a te ly  on 
e v id e n c e  th a t  (1) " b a d "  m o n e ta r y  p o l ic y  i s  a  m a j o r  c a u s e  of e c o n o m ic
^ C u l b e r t s o n ,  " F r i e d m a n  on the  L a g  in  E f fe c t  o f  M o n e ta r y  
P o l i c y ,  " pp. 620-621. A ndo , e t  a l .  , op . c i t .  , pp. 2 -7 ,  v o ic e d  
s i m i l a r  c r i t i c i s m s  of F r i e d m a n ' s  te c h n iq u e .
^ F o r  e x a m p le ,  s e e  F r i e d m a n 's  r e m a r k s  qu o ted  in  fo o tn o te  
40, S u p ra ,  p . 137.
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in s ta b i l i ty ,  and  ( 2 ) th a t  p o l ic y  by r u l e s  would y ie ld  b e t t e r  r e s u l t s  th a n  
d i s c r e t i o n a r y  p o licy .
If m o n e ta r y  p o l ic y  w e r e  c a r r i e d  o u t a c c o rd in g  to  s o m e  r u l e ,  
so  r a n  th e  g e n e r a l  a rg u m e n t ,  th e  r e s u l t i n g  c e r t a i n t y  i m p a r te d  to  the  
p u b lic  w ould  in  an d  of i t s e l f  c o n tr ib u te  to  m o n e ta r y  s ta b i l i ty .  It 
fo l lo w s th a t  th e  a d o p tio n  of a r u le  i s  m o r e  i m p o r t a n t  th a n  th e  n a tu r e  
of the  p a r t i c u l a r  r u l e  ad o p te d ,  an d  th a t  p o l ic y  by  a n y  r u l e  w ou ld  be  
p r e f e r a b l e  to  p o l ic y  by  d i s c r e t i o n a r y  a u th o r i t i e s .  H o w ev e r ,  if  t h e r e  
a r e  s e v e r a l  c h o ic e s  o f r u l e s ,  i t  s e e m s  r e a s o n a b l e  to  a s s u m e  th a t  
one  w ould  b e  c u p e r io r .  T h e  r u l e s  m e n t io n e d  m o s t  o f te n  h a v e  b e e n  
(1) m a in te n a n c e  of a  f ix ed  m o n ey  su p p ly ,  (2 ) s t a b i l i z a t io n  of so m e  
p r i c e  in d ex , an d  (3) p ro v id in g  fo r  s t a b le  g ro w th  of th e  s to c k  of m o n ey . 
T h e  g e n e r a l  c o n s e n s u s  am o n g  s tu d e n ts  of th e  s u b je c t  w as  th a t  f ix i ty  
of th e  s to c k  of m o n ey  i s  u n d e s i r a b le  on th e  g ro u n d s  th a t  i t  w ould  
r e q u i r e  the  u n a t ta in a b le  p r e r e q u i s i t e  of p e r f e c t  w a g e - p r i c e  f l e x i ­
b i l i ty .  S ta b i l iz a t io n  of a n  in d ex  of p r i c e s  w a s  r e j e c t e d  g e n e r a l ly  on 
th e  g ro u n d s  th a t  th e  l in k  b e tw e e n  c h a n g e s  in  th e  s to c k  of m o n ey  an d  
c h a n g e s  in  th e  p r i c e  l e v e l  i s  too  lo o s e  in  th e  s h o r t  r u n  to  be  an  
e f fe c t iv e  gu ide  to  p o lic y .
T h e  r u l e  en joy ing  th e  m o s t  p o p u la r i ty  a m o n g  the  r u l e s  a d ­
v o c a te s  i s  s t a b le  m o n e ta r y  g ro w th ,  an d  w hile  a l l  a d v o c a te s  of s ta b le  
m o n e ta r y  g ro w th  a r e  n o t  a d v o c a te s  of the  sw ee p in g  r e f o r m s  r e c o m ­
m e n d e d  by F i s h e r ,  S im o n s ,  F r i e d m a n ,  e t  a l .  , th e  a r g u m e n t s  th a t
167
a r e  g e r m a n e  to  th e  g e n e r a l  q u e s t io n  u n d e r  c o n s id e r a t io n  b e a r  e x ­
a m in a t io n .
T h e  F r i e d m a n  T e s t s .  S e v e r a l  e x p e r im e n t s  h a v e  b e e n  c o n ­
d u c te d  c o m p a r in g  the  r e s u l t s  of a  p o l ic y  of s ta b le  m o n e ta r y  g ro w th  
a n d  d i s c r e t i o n a r y  p o licy . F r i e d m a n  c o m p a r e d  the  r e s u l t s  of h is  
r u l e  o f i n c r e a s in g  th e  s to c k  o f  m o n e y  b y  fo u r  p e r  c e n t  p e r  an n u m  
w ith  th e  r e s u l t s  of a c tu a l  p o l ic y  a g a i n s t  an  " o b je c t iv e  p o l ic y  c r i ­
t e r io n .  "
In  one  t e s t  th e  c r i t e r i o n  s e le c te d  w as  " le a n in g  a g a in s t  th e
w ind , " i. e. , i n c r e a s in g  th e  s to c k  of m o n e y  a t  a  s lo w e r  th a n  a v e r a g e
r a t e  d u r in g  e x p a n s io n s ,  and  a t  a  h ig h e r  th a n  a v e r a g e  r a t e  d u r in g
c o n t r a c t io n s .  O n  th e  b a s i s  of m o n th - to - m o n th  c h a n g e s  in  th e  s to c k
of m o n ey , he  co n c lu d ed  th a t :
. . . f o r  e ig h t  c o m p le te  p e a c e t im e  r e f e r e n c e  c y c le s  
f r o m  M a r c h  1919 to  A p r i l  1958 (ex c lu d in g  the  W o rld  
W a r  II c y c le  . . . ) a c tu a l  p o l ic y  w as  in  th e  ' r i g h t 1 
d i r e c t i o n  in  155 m o n th s ,  in  th e  'w r o n g 1 d i r e c t i o n  in  
226 m o n th s ;  so  a c tu a l  p o l ic y  w a s  b e t t e r  th a n  the  
r u l e  in  41% of the  m o n th s .
In a  se c o n d  t e s t ,  th e  fo u r  p e r  c e n t  r u l e  an d  a c tu a l  p o l ic y  
w e r e  c o m p a r e d  a g a in s t  th e  c r i t e r i o n  th a t  th e  r a t e  of g ro w th  of the  
m o n e y  su p p ly  sh o u ld  be  ab o v e  a v e r a g e  d u r in g  " b e lo w - n o r m a l  
p e r i o d s "  (d e f in e d  a s  the  p e r io d  of c y c le  f r o m  m id - c o n t r a c t i o n  to 
m id - e x p a n s io n )  a n d  b e lo w  n o r m a l  d u r in g  " a b o v e - n o r m a l  p e r io d s "
^ M i l to n  F r ie d m a n , A  P r o g r a m  fo r  M o n e ta ry  S ta b il i ty  (N ew
Y ork : F o rd h a m  U n iv e rs i ty  P r e s s ,  I960), p . 95.
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(def ined  a s  the  p e r io d  of th e  c y c le  f r o m  m id - e x p a n s io n  to  m id ­
c o n tr a c t io n ) .  "B y  th i s  c r i t e r i o n ,  " c o n c lu d ed  F r i e d m a n ,  " a c tu a l  
p o l ic y  s c o r e d  m u c h  h ig h e r ,  b e in g  in  th e  r i g h t  d i r e c t i o n  in  56% of 
377 p e a c e t im e  m o n th s  fo r  th e  p e r io d  a s  a  w hole .
T h e  t h i r d  t e s t  c o m p a r e d  th e  fo u r  p e r  c e n t  r u l e  an d  a c tu a l  
p o l ic y  a g a in s t  a  c r i t e r i o n  of i n c r e a s in g  th e  s to c k  of m o n e y  a t  a  
g r e a t e r - t h a n - a v e r a g e  r a t e  d u r in g  th e  f i r s t  h a lf  of e x p a n s io n s  and  a t  
a l e s s - t h a n - a v e r a g e  r a t e  d u r in g  th e  se c o n d  h a lf  of e x p a n s io n s .  T he  
r e s u l t s  w e r e  th a t  " , . . a c tu a l  p o l ic y  w a s  in  the  * r ig h t '  d i r e c t io n  45% 
of 183 p e a c e t im e  m o n th s  fo r  th e  p e r io d  a s  a  w ho le , 55% of 75 m o n th s  
s in c e  th e  end  of W o rld  W ar  II.
C l a r k  W a r b u r to n . T h e  c a s e  f o r  s t a b le  m o n e t a r y  g ro w th  is  
s t r e n g th e n e d  b y  th e  e m p i r i c a l  w o rk  of C l a r k  W a rb u r to n .  In a  s e r i e s  
of a r t i c l e s ,  W a r b u r to n  d e v e lo p e d  the  t h e s i s  th a t  a  m a jo r  c a u s e  of 
e c o n o m ic  i n s t a b i l i t y  h a s  b e e n  d e v ia t io n s  of th e  r a t e  of i n c r e a s e  in  
th e  s to c k  of m o n e y  f r o m  a " r e a s o n a b l e "  r a t e  of g ro w th .  19 Xhe
l ^ lb id . , pp. 9 6 -9 7 . 18Ib id . , p. 97.
1 9 c ia r k  W a rb u r to n ,  " T h e  V o lu m e  of M on ey  a n d  th e  P r i c e  
L e v e l  B e tw e e n  th e  W o rld  W a r s ,  " J o u r n a l  of P o l i t i c a l  E c o n o m y ,
LXXX (Ju n e ,  1945), 150-163; "Q u a n ti ty  and  F r e q u e n c y  of th e  U s e  of 
M oney  in  th e  U n ited  S ta te s ,  1919*1945, " J o u r n a l  of P o l i t i c a l  E c o n o m y , 
LIV (O c to b e r ,  1945), 4 3 6 -4 5 0 ; " T h e  S e c u la r  T r e n d  in  M o n e ta ry  V e ­
lo c i ty ,  " Q u a r t e r l y  J o u r n a l  of E c o n o m ic s , LXIII ( F e b r u a r y ,  1949), 
68-91; "H ow  M u ch  V a r ia t io n  in  th e  Q u a n ti ty  of M oney  I s  N e e d e d ? "  
S o u th e rn  E c o n o m ic  J o u r n a l , XVIII (A p r i l ,  1952), 4 9 5 -5 0 9 ; an d  " R u le s  
an d  I m p le m e n t s  f o r  M o n e ta ry  P o l ic y ,  "  J o u r n a l  of F in a n c e ,  VIII 
(M a rc h ,  1953), 1-21. ”
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p r i n c i p a l  c a u s e  of t h e s e  d e v ia t io n s ,  c o n te n d e d  W a rb u r to n ,  h a s  n o t  
b e e n  d e c i s io n s  of th e  b u s in e s s  c o m m u n i ty ,  b u t  th e  a c t io n  of m o n e ­
t a r y  a u th o r i t i e s .  " T h e  c o n c lu s io n  c a n n o t  be  a v o id e d  th a t  f e d e r a l  
g o v e rn m e n t  a g e n c ie s ,  p a r t i c u l a r l y  th e  F e d e r a l  R e s e r v e  a u th o r i t i e s ,  
h a v e  b e e n  r e s p o n s i b l e  fo r  th e  d r a s t i c  an d  e r r a t i c  v a r i a b i l i t y  of the  
q u a n ti ty  o f m o n e y  in  the  U n ited  S t a te s .  In  a n o th e r  w o rk ,  he 
a rg u e d :
T h e  g r e a t  e r r o r s  in  m o n e t a r y  p o l ic y  h a v e  b e e n  
e x c e s s i v e  d e v ia t io n s  f r o m  a  r e a s o n a b l e  r a t e  of 
g ro w th .  . . . S in ce  th e  . . . e s t a b l i s h m e n t  of 
th e  F e d e r a l  R e s e r v e  S y s te m ,  a n n u a l  d e v ia t io n s  
in  th e  q u a n ti ty  of m o n e y  f r o m  a  r e a s o n a b l e  r a t e  
of g ro w th  h a v e  r a n g e d  f r o m  m o r e  th a n  30 p e r  
c e n t  e x c e s s  to  n e a r l y  20  p e r  c e n t  d e f ic ie n c y .  ^^
T h e  fo re g o in g  im p l i e s  th a t  (1) c a u s a l i t y  m ig h t  n o t  r u n  f ro m  
b u s i n e s s  to  m o n e y  a s  C u lb e r t s o n  h a s  s u g g e s te d ,  a n d  (2) th a t  c o n ­
t r a c t i o n  o f the  s to c k  of m o n e y  m ig h t  n o t  s t e m  f r o m  b a n k s '  s c ra m b l in g  
fo r  l iq u id i ty ,  a s  F i s h e r  an d  S im o n s  su g g e s te d .  T h e  se c o n d  of t h e s e  
im p l i c a t io n s  r e s t s  upon  W a rb u r to n * s  f in d in g  th a t  th e  v o lu m e  of e x c e s s  
r e s e r v e s  h a s  b e e n  s m a l l  a n d  s t e a d y  e x c e p t  d u r in g  th e  a b n o r m a l
^® C lark  W a rb u r to n ,  " T h e  M is p la c e d  E m p h a s i s  in  C o n te m ­
p o r a r y  B u s i n e s s - F l u c t u a t i o n  T h e o r y ,  " T h e  J o u r n a l  o f  B u s i n e s s  o f 
th e  U n iv e r s i ty  of C h ic a g o ,  XIX (O c to b e r ,  1946), 199*2.20, r e p r i n t e d  
in  R e a d in g s  in  M o n e ta r y  T h e o r y , ed . F r i e d r i c h  A. L u tz  and  L lo y d  
M in ts  (N ew  Y ork : T h e  B la k is to n  C o m p a n y ,  1951), p. 311.
^ IW a rb u r to n ,  "H ow  M uch V a r ia t io n  in  the  Q u a n ti ty  of M oney  
I s  N e e d e d ? "  p. 508.
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p e r io d  of the  m id - 1 9 3 0 's .  22  T h e  f i r s t  of t h e s e  im p l i c a t io n s  r e s t s  
u p on  W a r b u r t o n 's  f in d ing  th a t  " b u s i n e s s m e n 's  e x p e c ta t io n s  and  
p la n s  . . . te n d  to  fo llo w  c h a n g e s  in  m o n e t a r y  p o l ic y  by  a  n o t ic e a b le  
lag . " 22  F u r t h e r m o r e ,  he  a d d e d ,  " I t  i s  th e  m o n e t a r y  p o l ic y  w h ich  
p r e c e d e s  b u s i n e s s m e n 's  e x p e c ta t io n s  w h ic h  m u s t  b e  s ta b i l i z e d  if  
th e  s e q u e n c e s  of b u s i n e s s  d e c i s io n s  in v o lv e d  in  p ro d u c t io n  and  
m a r k e t in g  p r o c e s s e s  a r e  n o t  to b e  c o n t in u a l ly  u p s e t .  1,24
B a s e d  u p o n  h i s  e m p i r i c a l  r e s e a r c h ,  W a r b u r to n  e s t im a te d  
th a t  th e  a v e r a g e  g ro w th  r a t e  of th e  m o n e y  su p p ly  b e tw e e n  1915 and  
1951 h a d  b e e n  b e tw e e n  s i x  a n d  s e v e n  p e r  c e n t  p e r  a n n u m , w ith  
y e a r - t o - y e a r  c h a n g e s  v a ry in g  f r o m  th i s  a v e r a g e  b y  a s  m u c h  a s  +36 
p e r  c e n t  to  -14 p e r  c en t .  ^5 pje e s t im a t e d  t h a t  a n  a v e r a g e  g ro w th
2 9
C l a r k  W a rb u r to n ,  "B a n k  R e s e r v e s  an d  B u s in e s s  F l u c tu ­
a t io n s ,  "  J o u r n a l  of th e  A m e r i c a n  S t a t i s t i c a l  A s s o c i a t i o n , XLJII 
(D e c e m b e r ,  1948), 5 4 7 -5 5 8 .  Of c o u r s e ,  S im o n s '  and  F i s h e r ' s  
a n a l y s i s  w as  b a s e d  upon  the  " a b n o r m a l "  p e r io d  of th e  m id -1 9 3 0 's .
2 ^‘ " 'W a rb u r to n ,  " R u le s  a n d  I m p le m e n t s  of M o n e ta ry  P o l i c y ,  " 
p . 5. In W a r b u r t o n 's  a n a l y s i s ,  w h o le s a le  p r i c e s ,  w h ich  h e  c o n ­
s i d e r s  to  be  th e  b e s t  in d ic a to r  of b u s i n e s s m e n 's  e x p e c ta t io n s ,  te n d  
to  la g  " . . .  s e v e r a l  m o n th s  b e h in d  d e c i s iv e  c h a n g e s  in  m o n e t a r y  
p o l i c y « t h e  r a n g e  b e in g  f r o m  l e s s  th a n  a  m o n th  to  a y e a r ,  and  th e  
m e d ia n  n e a r l y  h a l f  a  y e a r .  " Ib id . , pp . 6 -7 .
24 Ib id . , p . 5.
2 ^ W a r b u r to n ,  "How M uch  V a r ia t io n  in  th e  Q u a n ti ty  of M oney  
I s  N e e d e d ? "  p. 498. W a r b u r to n  e m p lo y e d  s e v e r a l  d e f in i t io n s  of 
m o n e y .  T he  f i g u r e s  c i t e d  r e l a t e  to  " c u r r e n c y  o u ts id e  the  b an k in g  
s y s t e m  p lu s  a d ju s te d  d e m a n d  d e p o s i t s .  "  A lso  s e e  T a b le s  1, 2, and  3 
on p a g e s  496, 497, and  501, r e s  p e c t iv e ly ,  o f  the  w o rk  c i te d .
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r a t e  of f iv e  p e r  c e n t  w ould  be c o n s i s t e n t  w ith  " . . . co n tin u o u s  
m a x im u m  p ro d u c t io n  and  p r i c e  l e v e l  s t a b i l i ty .  "26 T h is  a s s u m e s  a n  
a v e r a g e  g ro w th  in  r e a l  ou tpu t of 3. 6 p e r  c e n t  p e r  an n u m  an d  a  d e c l in e  
in  th e  " r a t e  of u s e  of m o n e y "  of 1. 33 p e r  c e n t  p e r  a n n u m . 27 He l a t e r  
r e v i s e d  the  d e s i r e d  m o n e y  g ro w th  r a t e  f ig u r e  d o w n w ard  to f o u r  p e r  
cen t ,  b a s e d  on l a t e r  e s t im a t e s  of th e  a n n u a l  r a t e  of g ro w th  of output.^® 
E d w a rd  S. Shaw. W hile  e m p lo y in g  a s l ig h t ly  d i f f e r e n t  a p ­
p r o a c h ,  Shaw  a r r i v e d  a t  c o n c lu s io n s  s i m i l a r  to  th o s e  of W a r b u r to n  
an d  F r i e d m a n .  Shaw  s u g g e s te d  th a t  c o n d it io n s  of m o n e ta r y  e q u i ­
l ib r iu m  (M = P k T )^ 9  w e r e  . . p ro b a b ly  r a r e  an d  f le e t in g .  "^0 
A t a l l  o th e r  t i m e s ,  he  c o n tin u ed , t h e r e  i s  m o n e ta r y  d i s e q u i l ib r iu m
^ ®Ibid. , p. 500.
27Ib id . A ls o  s e e  h is  "Q u a n ti ty  an d  F r e q u e n c y  of U se  of 
M oney in  th e  U n ited  S ta te s ,  1919-1945, " a n d  " T h e  S e c u la r  T r e n d  in  
M o n e ta ry  V e lo c i ty .  "
28 W a r b u r to n ,  " R u le s  a n d  I m p le m e n t s  of M o n e ta ry  P o l i c y ,  " 
p. 7fn. It sh o u ld  be  p o in te d  out th a t  W a rb u r to n ,  w h ile  ta k in g  a 
p o s i t io n  s i m i l a r  to  F r i e d m a n  r e g a r d i n g  th e  m e r i t s  of s t a b le  e c o n o m ic  
g ro w th  r e l a t i v e  to  d i s c r e t i o n a r y  p o l ic y ,  d id  n o t  f e e l  th a t  sw ee p in g  i n ­
s t i tu t io n a l  r e f o r m s  w e r e  n e e d e d .  W a rb u r to n * s  c r i t i c i s m s  of th e  100 
p e r  c e n t  r e s e r v e  p la n  w il l  b e  d i s c u s s e d  on p a g es  182-183.
297T h is  r e f e r r e d  to th e  " C a m b r id g e "  e q u a tio n ,  w h e r e  M  i s  
the  m o n e y  su p p ly  and  th e  d e m a n d  fo r  m o n e y  i s  P (k T ) ,  w h e r e  P  e q u a ls  
th e  p r i c e  le v e l ,  k  e q u a ls  d e s i r e d  m o n ey  b a la n c e s  p e r  u n i t  of t r a n s ­
a c t io n s ,  and  T e q u a ls  p h y s i c a l  q u a n ti ty  of goods and  s e r v i c e s .
®®Edward S. Shaw , "M o n e y  S upp ly  an d  S ta b le  E c o n o m ic  
G ro w th "  in  U n ited  S ta te s  M o n e ta ry  P o l i c y ,  ed. N e i l  H. J a c o b y  (New 
Y ork : T h e  A m e r i c a n  A s s e m b ly ,  C o lu m b ia  U n iv e r s i ty ,  1958), p. 61.
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m a n i f e s te d  a s  e i t h e r  in f la t io n  (when th e r e  i s  e x c e s s  su p p ly  of m oney) 
o r  d e f la t io n  (when t h e r e  i s  e x c e s s  d e m a n d  f o r  m o n ey ) . 31 D i s c r e t i o n ­
a r y  c o n t r o l  in  the  U n ited  S ta te s  h a s ,  a r g u e d  Shaw, b e e n  c h a r a c t e r i z e d  
by c h ro n ic  m o n e ta r y  d i s e q u i l ib r iu m .
He su b d iv id ed  th e  m o n e ta r y  h i s t o r y  of th e  U n ited  S ta te s  in to  
p e r io d s  w hen  th e  s to c k  of m o n e y  w a s  c o n t ro l le d  by  th e  T r e a s u r y  a n d  
p e r io d s  w hen  i t  w a s  c o n tro l le d  by  th e  F e d e r a l  R e s e r v e  B o a rd .  T h e  
" T r e a s u r y  p e r i o d s "  w e r e  1914-1919, 1933-1941, 1941-1945, an d  1945- 
1951. T h e  " B o a rd  p e r i o d s "  w e r e  1919*1933 an d  1951-1957. He found  
the  " T r e a s u r y  y e a r s "  to  b e  u s u a l ly  a s s o c i a t e d  w ith  a n  a c c e l e r a t e d  
r a t e  of g ro w th  in  the  s to c k  of m o n e y  and  th e  " F e d e r a l  R e s e r v e  B o a rd  
y e a r s "  to  b e  c h a r a c t e r i z e d  by  th e  o p p o s i te .  32 T h e  B o a rd ,  d u r in g  i t s  
tw e n ty  y e a r s  of c o n t r o l  of the  m o n e ta r y  m e c h a n i s m ,  h a s ,  a c c o rd in g  
to  Shaw,
. . . p r e s i d e d  o v e r  a n  a b s o lu te  d e c r e a s e  in  n o m in a l  
m o n e y  d u r in g  n in e  y e a r s .  T h e r e  h a s  b e e n  p r i c e  d e ­
f la t io n  in  e le v e n  of i t s  tw e n ty  y e a r s .  T h e r e  h a v e
31lbid.
32fbid. , p . 53. Shaw  cited the fo llow ing  data:
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b e e n  no m o r e  th an  s ix  y e a r s  in  w h ich  th e  B o a r d  h a s  
p e r m i t t e d  n o m in a l  m o n e y  to  i n c r e a s e  a t  a  r a t e  c o m ­
p a r a b l e  w ith  g ro w th  in  th e  n a t i o n 's  p r o d u c t iv e  c a ­
p a c i ty .  . . . W ith  i t s  p r e d i l e c t io n  f o r  r e s t r a i n t ,  the  
B o a r d  h a s  c h a r a c t e r i s t i c a l l y  p u n is h e d  a  c y c l ic a l  boom  
p a s t  i t s  p r i m e ,  a g g ra v a t in g  e n su in g  d e p r e s s io n .  T he  
n o to r io u s  in s t a n c e s  a r e  1919-1921 an d  1929-1933, b u t  
th e  c y c l ic a l  tu rn in g  p o in ts  of 1953 an d  1957 a r e  n o t  e x ­
c e p t io n s  to th e  r u l e .  33
’’T h e  T r e a s u r y  . . , , " h e  c o n tin u ed , ’’h a s  in f la te d  m o n e y  in  a l l  b u t  
t h r e e  of i t s  t w e n ty - th r e e  y e a r s ,  a  r e c o r d  th a t  m a y  be  s a lu te d  a t  
l e a s t  fo r  i t s  c o n s i s t e n c y .  ” 3^
T h e  c a u s e  of t h e s e  e r r o r s  of m o n e ta r y  m a n a g e m e n t ,  a c ­
c o rd in g  to  Shaw , lay  in  the  T r e a s u r y ' s  and  F e d e r a l  R e s e r v e  B o a r d 's  
c o n c e rn  w ith  c r e d i t  (w hich , he  e m p h a s iz e d ,  w a s  a  b y - p r o d u c t  of a  
m o n e t a r y  s y s te m )  r a t h e r  th an  w ith  m o n ey .
A s  th ey  s e e  i t ,  the  m o n e y  su p p ly  is  th e  b y - p r o d u c t  
of t h e i r  o p e r a t io n s ,  and  th e  m o n e t a r y  s y s te m  sh o u ld  
c r e a t e  a s  m u c h  o r  a s  l i t t l e  a s  i s  n e c e s s a r y  f o r  
'a c c o m m o d a t in g  c o m m e r c e  an d  b u s i n e s s 1 w ith  
c r e d i t  an d  fo r  m a in ta in in g  ’sound  c r e d i t  c o n d i t io n s .  ,3 3
In h i s  v iew , th e  p r o p e r  c o u r s e  fo r  th e  m o n e ta r y  a u th o r i ty  to
fo llo w  is  to  . . p r e s c r i b e  an d  a d m i n i s t e r  r u l e s  of g ro w th  in  th e
a m o u n t  of m o n e y  b a la n c e s .  "3 6 S p e c i f ic a l ly ,  he  r e c o m m e n d e d  th a t
th e  su p p ly  of n o m in a l  m o n e y  shou ld  i n c r e a s e  ” . , . b y  th e  a v e r a g e
r a t e  of g ro w th  in  the  d e m a n d  fo r  n o m in a l  m o n e y  a t  a  s t a b le  l e v e l  o f
c o m m o d i ty  p r i c e s  . . . th e  a p p r o p r i a t e  a n n u a l  g ro w th  r a t e  w ould  be
33Ib id . , p. 59.
3 5 ib id . , pp . 6 3 -6 4 .
34 lb id .
36Ib id . , p . 63.
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in  the  o r d e r  of 3*4 p e r  c en t .  1,3 ^  T h is  w ould  r e s u l t  in  p a r a l l e l  g ro w th  
in  bo th  th e  su p p ly  a n d  d e m a n d  fo r  m o n e y  o v e r  t im e .  C y c l ic a l  m o v e ­
m e n ts  w ould th e n  c r e a t e  m o n e t a r y  d i s e q u i l i b r i a  in  a  d i r e c t i o n  th a t  
w ould  te n d  to  b e  c y c l ic a l ly  c o r r e c t i v e ,  i. e. , e x c e s s  su p p ly  of m o n e y  
d u r in g  r e c e s s i o n  an d  m o n e y  s h o r t a g e s  d u r in g  b o o m  p e r i o d s .  He 
co n c lu d ed , "No one  h a s  a  p r in c ip le  fo r  doing  any  b e t t e r  b y  d i s ­
c r e t i o n a r y  m e a n s .  " 3®
Shaw , l ik e  F r i e d m a n ,  w a s  a rg u in g  a g a i n s t  p o l ic y  b y  d i s ­
c r e t i o n a r y  a u th o r i t i e s  a n d  fo r  s ta b le  m o n e t a r y  g ro w th .  N e i th e r  w a s  
d o g m a t ic a l ly  c o m m it te d  to  th e  r a t e  of g ro w th  th a t  e a c h  su g g e s te d ,  
a n d  Shaw  did  n o t  ev en  d e m o n s t r a t e ,  a s  d id  F r i e d m a n ,  th a t  h i s  t h r e e  
p e r  c e n t  r u l e  w a s  " s u p e r i o r .  " H is  p r i m a r y  p u r p o s e  w as  e x p r e s s e d  
in  h is  co n c lu d in g  p a r a g r a p h :
M o n e ta ry  e c o n o m ic s  h a s  b e e n  d o r m a n t  fo r  two 
d e c a d e s .  O th e r  a s p e c t s  of e c o n o m ic  a n a l y s i s  h av e  
l e f t  i t  f a r  b eh in d .  I t  i s  so  b e c a lm e d  in  an  i n t e l l e c ­
tu a l  d o ld r u m  th a t  no g e n tle  b r e e z e  of i n q u i r y  can  
s t i r  i t .  A  l iv e ly  s t o r m  of c o n t r o v e r s y  m a y  r a i s e  
th e  p r e s t i g e  of m o n e ta r y  e c o n o m ic s  a s  a n  i n t e l l e c ­
tu a l  d i s c ip l in e ,  a n d  i t  c a n  do no h a r m  to  th e  p r e s t i g e  
of th e  F e d e r a l  R e s e r v e  a s  a n  i n s t r u m e n t  of s o c ia l  
w e l f a r e  i f  i t s  p r e s t i g e  i s  d e s e r v e d .  T h e  p r e s e n t  
p a p e r  i s  a  b id  fo r  th e  a c t iv e  in te r c h a n g e  of v ie w s  
th a t  m a y  r e s t o r e  v i t a l i t y  to  th in k in g  a b o u t  m o n e y .  3 9
T h e  B r o n f e n b r e n n e r  T e s t s .  M a r t in  B r o n f e n b r e n n e r  c o m ­
p a r e d  th e  r e s u l t s  o f F r i e d m a n 's  fo u r  p e r  c e n t  r u l e ,  S h a w 's  t h r e e  p e r
3?Ib id . , p . 60.
39 lb id . , p. 71.
38 lb id . , p . 65.
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cen t  r u l e ,  h i s  own " la g "  r u le ,  and  th e  " ju d g m e n t r u l e "  (ac tu a l  
po licy ) , w ith  an  " id e a l"  p a t t e r n  of m o n e ta r y  g ro w th  fo r  th e  p e r io d  
1900-1958. T h e s e  t e s t s  w e re  p e r f o r m e d  u s in g  b o th  an n u a l  data^O and 
q u a r t e r ly  d a ta .  ^1
T he " ju d g m e n t  r u l e "  w as  s im p ly  the  m o n e ta r y  g row th  
a c h ie v e d  u n d e r  d i s c r e t i o n a r y  a u th o r i t i e s .  T he  " lag  r u l e "  c a l le d  fo r  
a d ju s tm e n ts  in  the  s to c k  of m oney  d u r in g  th e  c u r r e n t  p e r io d  a c c o rd in g  
to p r i o r  f lu c tu a t io n s  in  g ro w th  r a t e s  of r e a l  n a t io n a l  o u tpu t and  v e -
A  9
lo c i ty .  T h e  " id e a l  p a t t e r n ,  " a g a in s t  w hich  th e  fo u r  r u l e s  w e re  
c o m p a re d ,  w as  de fined  a s  a  r a t e  of m o n e ta r y  g ro w th  th a t  would y ie ld  
p r i c e  s ta b i l i ty .  ^3
4 0 h ia r t in  B r o n f e n b r e n n e r ,  " S ta t i s t i c a l  T e s t s  of R iv a l  M o n e ­
t a r y  R u le s ,  " J o u r n a l  of P o l i t i c a l  E c o n o m y , LXIX ( F e b r u a r y ,  1961), 
1-14.
^ M a r t i n  B ro n fe n b re n n e r ,  " S ta t i s t i c a l  T e s t s  of R iv a l  M o n e ­
t a r y  R u le s :  Q u a r te r ly  D a ta  S u p p lem en t ,  " J o u r n a l  of P o l i t i c a l  E c o n o ­
m y , LXDC (D e c e m b e r ,  1961), 621-626.
^ B r o n f e n b r e n n e r ,  " S ta t i s t i c a l  T e s t s  of R iv a l  M o n e ta ry  
R u le s ,  " pp . 1-2. H is  m a th e m a t i c a l  e x p re s s io n  of the " la g  r u l e "  w as
(dM) .  (dN 4- dQ , d V )
{ M)  t  ( N O V)  t-1
w h e re  M i s  the  s to c k  of m o n ey , N th e  l a b o r  fo r c e ,  O a n  in d ex  of o u t­
pu t p e r  e m p lo y ed  w o r k e r ,  and  V in c o m e  v e lo c i ty  of c i r c u la t io n .
^ I b i d .  M a th e m a t ic a l ly  the " id e a l  p a t t e r n ,  "  (t o ?  o '  w as  
e x p r e s s e d  a s
(dM) _ dY _ dV 
( M ) o Y V
o r  th e  r a t e  of g ro w th  of r e a l  in c o m e  m in u s  the  g ro w th  of v e lo c ity .  
W hen the  r a t e  of change  in  th e  p r i c e  le v e l  (dP) d o e s  n o t  eq u a l  z e ro ,
{ P )
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B r o n f e n b r e n n e r ^  t e s t s  e m p lo y e d  tw o d e f in i t io n s  of m o n ey , 
i .  e . , th e  c o n v e n t io n a l  d e f in i t io n  of c u r r e n c y  o u ts id e  th e  bank ing  
s y s te m  p lu s  a d ju s te d  d e m a n d  d e p o s i t s ,  an d  a n  ex p an d ed  d e f in i t io n  
th a t  in c lu d e d  c u r r e n c y  o u ts id e  th e  b an k in g  s y s te m  p lu s  to ta l  a d ju s te d  
d e m a n d  d e p o s i t s  an d  t im e  d e p o s i t s .  H e  a l s o  e m p lo y e d  c o n s u m e rs *  
an d  w h o le s a le  p r i c e  in d e x e s .  U sing  th e  a l t e r n a t iv e  d e f in i t io n s  of 
m o n e y  an d  th e  a l t e r n a t iv e  d e f in i t io n s  of p r i c e s ,  he  th e n  c o m p a re d  
th e  d e v ia t io n s  of th e  fo u r  r u l e s  f r o m  the  id e a l  p a t t e r n .
W hen a n n u a l  d a ta  w as  e m p lo y e d , the  fo llo w in g  r e s u l t s  w e re  
y ie ld ed :  C o n s id e r in g  a b s o lu te  (u n s ig n ed )  d e v ia t io n s ,  th e  t h r e e  p e r  
c e n t  r u l e  p r o v e d  s u p e r i o r  o v e r  th e  e n t i r e  p e r io d .  W hen s ig n e d  d e ­
v ia t io n s  w e r e  c o n s id e r e d ,  a l l  r u l e s  c o n ta in e d  a n  in f la t io n a r y  b i a s .  
T h e  b ia s  w a s  m o s t  n e a r l y  e l im in a te d  u n d e r  th e  lag  r u l e ,  w ith  the  
t h r e e  p e r  c e n t  r u l e  on ly  s l ig h t ly  i n f e r i o r ,  an d  th e  " ju d g m e n t  r u l e "  
h a v in g  th e  g r e a t e s t  in f l a t i o n a r y  b ia s ,  ^
In e a c h  t e s t  B r o n f e n b r e n n e r  g r a d e d  e a c h  r u l e  on the  b a s i s  
of one fo r  b e s t  r e s u l t s ,  two fo r  s e c o n d  b e s t ,  e tc .  ; th e  t h r e e  p e r  c e n t  
r u l e  o b ta in e d  th e  b e s t  (o r  lo w e s t)  o v e r - a l l  s c o r e  of 93. 5, fo l lo w ed  by
th e n  th e  a c tu a l  m o n e y  g ro w th  r a t e  b e c o m e s
dM  -  d Y . d V j . d P  
M  Y V P  ° r
(dM) a dM  .  d P
( M )o  M  M
44Ib id . , p. 9.
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th e  " la g  r u l e "  w ith  94.5, th e  fo u r  p e r  cen t  r u l e  w ith  101. 0, an d  the
ju d g m e n t  r u l e  w ith  a  s c o r e  of 111. 0 . 4^
L a t e r ,  B r o n f e n b r e n n e r  p e r f o r m e d  th e  s a m e  t e s t s  (fo r  th e
p e r io d  1947-1959) u s in g  q u a r t e r l y  r a t h e r  th an  a n n u a l  d a ta .  T he  la g
r u l e  in  th is  c a s e  e m p lo y e d  a la g  of one q u a r t e r  i n s t e a d  of o n e  fu ll
y e a r .  T h e s e  t e s t s  in d ic a te d  th a t :
. . . th e  ju d g m e n t  r u l e  . . . s e e m s  to  do b e s t  fo r  
the  p o s tw a r  y e a r s  a s  r e g a r d s  a b s o lu te  d e v ia t io n s  
f r o m  the  id e a l  p a t t e r n .  . . . I t  i s  fo l lo w ed  in  o r d e r  
by  th e  in f le x ib le  r u l e  (3 p e r  c e n t  v a r i a n t ) ,  th e  lag  
r u l e ,  an d  th e  in f le x ib le  r u l e  (4 p e r  c e n t  v a r i a n t ) .  4 ^
H o w ev e r ,  he  co n ten d ed :
D u r in g  th e  t h r e e  e p is o d e s  o f s h a r p e s t  in f la t io n  
(1946-48, l a t e  1950, e a r l y  1956), the  lag  r u l e  led  a l l  
th e  r e s t ,  b u t  o v e r  th e  e n t i r e  12 y e a r s  i t s  r e c o r d  w a s  
c o m p a r a b le  to a  3. 5 p e r  c e n t  v a r i a n t  of m o n e ta r y  
in f le x ib i l i ty .  A s  in  th e  l o n g e r - t e r m  s tu d y  a l s o ,  the  
lag  r u l e  d o e s  b e s t  b y  a  w ide  m a r g in  a s  r e g a r d s  a lg e ­
b r a i c  f lu c tu a t io n s  f r o m  th e  id e a l  p a t t e r n  (a v o id a n c e  
of i n f la t io n a r y  b ia s ) .  I t  i s  fo llo w ed  in  o r d e r  by  th e  
ju d g m e n t  r u l e  an d  th e  tw o v a r i e t i e s  of the  in f le x ib le  
r u l e .  47
O ne s ig n i f ic a n t  p o in t  e m e rg in g  f r o m  b o th  of B ronfenhrenner 's  
s tu d ie s ,  a s  w e l l  a s  F r i e d m a n 's  t e s t s ,  i s  the  a c c e p ta b le  l e v e l  of p e r ­
f o r m a n c e  of th e  " ju d g m e n t  r u l e "  d u r in g  th e  y e a r s  fo llo w in g  1947. O n 
one h an d , th i s  m a y  b e  i n t e r p r e t e d  a s  e v id e n c e  th a t  d i s c r e t i o n a r y
45Ib id ., pp. 10-13.
46Bronfenbrenner, "Statistical T ests of R ival Monetary
Rules: Quarterly Data Supplement, " pp. 623-625 .
47Ib id . , p. 625.
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m o n e t a r y  m a n a g e m e n t  h a s  r e a c h e d  a l e v e l  of a b i l i ty  and  m a tu r i ty  th a t  
r e n d e r s  g r o u n d le s s  the  f e a r s  of the  " r u l e s  a d v o c a te s .  "  O n th e  o th e r  
hand , r u l e s  a d v o c a te s  su c h  a s  F r i e d m a n  c h o se  to  e x p la in  th e  s t a ­
b i l i ty  of the  p a s t  d e c a d e  a s  a  r e s u l t  of the  F e d e r a l  R e s e r v e  B o a rd * s  
fo llo w in g  a  p o l ic y  th a t  a p p r o x im a te s  h is  r u l e  of s ta b le  g ro w th .  H ow ­
e v e r ,  th e  e v id e n c e  fo r  th e  e n t i r e  h i s t o r y  of d i s c r e t i o n a r y  m o n e t a r y  
p o l ic y  c e r t a i n l y  i n d ic a t e s  th a t  a  r u l e  o f s ta b le  g ro w th  m ig h t  be  m o r e  
d e s i r a b l e .
B r o n f e n b r e n n e r  s u g g e s te d  th a t  h i s  lag  r u l e  (e m p lo y in g  a 
o n e - q u a r t e r  lag) m ig h t  b e  a  s u i ta b le  c o m p r o m is e  " . . . b e tw e e n  the  
r i g id i t y  of th e  F r i e d m a n - S h a w  p r o p o s a l s  a n d  c o m p le te  r e l i a n c e  on 
th a t  c o m b in a t io n  of f o r e c a s t i n g  a b i l i ty ,  p o l i t i c a l  p r e s s u r e ,  an d  a d ­
m i n i s t r a t i v e  ro u t in e  w h ich  p a s s e s  a s  ’judgm en t*  o r  'd i s c r e t i o n . 1 1,48 
H o w e v e r ,  B r o n f e n b r e n n e r  c a u t io n e d  th a t  th e  lag  r u l e  sh o u ld  b e  su b ­
j e c t e d  to m o r e  e x te n s iv e  t e s t in g  b e fo re  s e r i o u s  c o n s id e r a t io n  w as  
g iv en  i t  a s  a  gu ide  to  p o l ic y .
S om e  O b je c t io n s  to S ta b le  M o n e ta ry  G ro w th . T h e  e v id e n c e  
e x a m in e d  p o in ts  to w a rd  th e  c o n c lu s io n  th a t  s t a b le  m o n e ta r y  g ro w th  
w ould  be  p r e f e r a b l e  to  d i s c r e t i o n a r y  p o l ic y .  H o w e v e r ,  c r i t i c s  h a v e  
c o n te n d ed  th a t ,  u n d e r  a  r u l e  of s t a b le  m o n e ta r y  g ro w th ,  su d d e n  s h i f t s  
in  v e lo c i ty  w ould  c a u s e  e i th e r  in f la t io n  o r  d e f la t io n  th a t  cou ld  n o t  b e
48Ib id . , pp. 6 2 5 -6 2 6 .
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c o u n te r a c te d  b y  a n t i - c y c l i c a l  m o n e ta r y  p o l ic y ,  an d  th a t  th e  r a t e  a t  
w hich  th e  m o n e y  su p p ly  is  i n c r e a s e d  m ig h t  t u r n  ou t  to  be  in c o n s i s t e n t  
w ith  th e  r a t e  of g ro w th  of r e a l  ou tpu t, th u s  r e s u l t i n g  in  s e c u l a r  i n ­
f la t io n  o r  d e f la t io n .  ^
T h e  s e c u l a r  in f la t io n -d e f la t io n  c r i t i c i s m  i s  p e r h a p s  the  
e a s i e r  f o r  the  r u l e s  a d v o c a te s  to  a n s w e r .  N one of th e  p r o p o n e n ts  of 
s ta b le  m o n e t a r y  g ro w th  h a v e  s u g g e s te d  th a t  th e  r a t e  of g ro w th ,  o n c e  
e s t a b l i s h e d ,  sh o u ld  r e m a i n  f ix ed  fo r  a l l  t im e .  C h a n g e s  in  th e  t r e n d s  
of th e  d e t e r m i n a n t s  of th e  a p p r o p r i a t e  r a t e  of g ro w th  w ould  b e  a  
v a l id  r e a s o n  f o r  chang in g  th e  " r u l e "  of m o n e ta r y  p o l ic y .  H o w e v e r ,  
a s  R i c h a r d  S e ld e n  p o in te d  out, u n l e s s  s o m e  p e r io d  w e r e  e s t a b l i s h e d  
d u r in g  w h ich  th e  r u l e  c o u ld  n o t  b e  ch an g e d , th e  r e s u l t s  m ig h t  b e  a  
de  f a c to  r e t u r n  to  d i s c r e t i o n a r y  m o n e ta r y  p o l ic y .  S e ld e n  su g g e s te d ,  
a s  a n  a l t e r n a t iv e  to p e r io d i c  r e v ie w ,  th a t  th e  t r e n d s  in  o u tp u t  a n d  v e ­
lo c i ty  be  r e c o m p u te d  a n n u a l ly ,  b a s e d  upon d a ta  f o r  th e  p r e c e d in g  20  
51y e a r s .
W hile  th e  p o s s ib i l i t y  of s h o r t - r u n  v a r i a t i o n s  in  v e lo c i ty  
p r e s e n t s  th e  m o s t  s e r i o u s  c h a l le n g e  to  th e  e f f ic a c y  of a  p o l ic y  of 
s ta b le  m o n e t a r y  g ro w th ,  t h e r e  a r e  s o m e  r e a s o n s  e x p la in in g  why
4 9 F o r  e x a m p le ,  s e e  L a w r e n c e  R i t t e r ,  " R e v ie w  of A  P r o ­
g r a m  fo r  M o n e ta ry  S ta b i l i ty , " A m e r i c a n  E c o n o m ic  R e v ie w , V (S ep ­
t e m b e r ,  I960), 2 6 5 -2 6 8 .
5®Selden, op. c i t . , p . 339.
51Ib id .
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s ta b le  m o n e ta r y  g ro w th  m ig h t  be e x p e c te d  to  d a m p e n  s h o r t - r u n  v a r i ­
a t io n s  in  v e lo c i ty .  F o r  e x a m p le ,  W a rb u r to n  con ten d ed  th a t  s h o r t - r u n  
v a r i a t i o n s  in  v e lo c i ty  a r e  c a u s e d  by  . . th e  im p a c t  on b u s in e s s  and
p e r s o n a l  e x p e n d i tu re s  o f e x p e c te d  c h a n g e s  in  th e  q u a n ti ty  of 
52m o n ey . " If th i s  i s  t r u e ,  a  p o l ic y  of s ta b le  m o n e ta ry  g row th , by  
s ta b i l iz in g  e x p e c ta t io n s ,  m ig h t  be  e x p e c te d  to  h ave  a  s ta b i l iz in g  e f­
f e c t  on s h o r t - r u n  v e lo c i ty  m o v e m e n ts .
F r i e d m a n 's  p e rm a n e n t  in c o m e  h y p o th e s is ,  a s s u m in g  th a t  
i t  i s  v a l id ,  a l s o  in d ic a te s  th a t  a  p o l ic y  of s ta b le  g ro w th  w ould  d a m p e n  
s h o r t - r u n  v e lo c i ty  v a r i a t i o n s .  F o r  e x a m p le ,  i f  a  p o l ic y  of s ta b le  
m o n e ta r y  g ro w th  r e s u l t e d  in  l e s s  s e v e r e  v a r i a t i o n s  in  m o n ey
^ W a r b u r t o n ,  "How M uch  V a r ia t io n  in  the  S tock  of M oney  Is  
N e e d e d ? "  p. 506. W a rb u r to n  c i te d  a s  e x a m p le s  th e  r i s e  in  v e lo c i ty  
in  the  s u m m e r  of 1933 w hen d e p a r t u r e  f r o m  th e  gold s t a n d a r d  and  
o th e r  m o n e ta r y  d e v e lo p m e n ts  led  to  e x p e c ta t io n s  th a t  th e  m o n e ta r y  
c o n t r a c t io n  had  c o m e  to an  end.
53M ilton  F r i e d m a n ,  A. T h e o r y  of the  C o n su m p tio n  F u n c t io n  
(P r in c e to n :  P r in c e to n  U n iv e r s i ty  P r e s s ,  1957), 243 pp. In  h is  T h e  
D e m an d  fo r  M o n ey : Som e T h e o r e t i c a l  and  E m p i r i c a l  R e s u l t s , O c ­
c a s io n a l  P a p e r  No. 68  (New Y ork: N a tio n a l  B u r e a u  o f E c o n o m ic  R e ­
s e a r c h ,  1959), 25 pp. ( e s p e c ia l ly ,  se e  pp. 2-9)* th is  h y p o th e s is  w as  
e m p lo y ed  to e x p la in  bo th  c y c l ic a l  and  s e c u l a r  m o v e m e n ts  in  in c o m e  
v e lo c i ty .  If th e  q u a n ti ty  of m o n ey  b a la n c e s  d e m a n d e d  i s  a d a p te d  to  
p e r m a n e n t  in c o m e ,  a  d e c l in e  in  m e a s u r e d  in c o m e  be low  p e r m a n e n t  
in c o m e  w ould  r e s u l t  in  an  i n c r e a s e  in  m o n ey  b a la n c e s  d e m a n d e d  p e r  
u n i t  of ou tpu t, and  a  d e c l in e  in  v e lo c i ty  would follow. T h e  o p p o s i te  
w ould  o c c u r  d u r in g  c y c l ic a l  m o v e m e n ts  in  m e a s u r e d  in c o m e  above  
p e r m a n e n t  in c o m e ,  c a u s in g  an  i n c r e a s e  in  v e lo c i ty .  S e c u la r ly ,  a s ­
su m in g  r e a l  b a la n c e s  to  b e  a lu x u ry  good (w ith a  c o m p u te d  in c o m e  
e la s t i c i t y  of 1. 8 ), l o n g - r u n  g ro w th  of r e a l  in c o m e  w ould  r e s u l t  in  a 
d e c l in e  in  s e c u la r  v e lo c i ty .
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in c o m e ,  ^4  t jje r e s u ]_t w ould  b e  a  s m a l l e r  c y c l i c a l  d i s c r e p a n c y  b e ­
tw e en  m e a s u r e d  an d  p e r m a n e n t  in c o m e .  T h e  p e r m a n e n t  in c o m e  
h y p o th e s is  i n d ic a t e s  th a t  s h o r t - r u n  v e lo c i ty  v a r i a t i o n s  a r e  c a u s e d  
p r i m a r i l y  by  t h e s e  d i s c r e p a n c i e s  b e tw e e n  p e r m a n e n t  an d  m e a s u r e d  
in c o m e ,  th u s  th e  d im in u t io n  o f  t h e s e  d i s c r e p a n c i e s  sh o u ld  s ig n i f i ­
c a n t ly  r e d u c e  s h o r t - r u n  v e lo c i ty  v a r i a t i o n s .  ^5
T h u s ,  to  the  e x te n t  th a t  th e  a m p l i tu d e  of c y c l i c a l  v a r i a t i o n s  
in  m o n e y  in c o m e  h a s  b e e n  c a u s e d  b y  i m p r o p e r  m o n e ta r y  p o l ic y ,  and  
to  th e  e x te n t  th a t  s t a b le  m o n e t a r y  g ro w th  w ould  r e s u l t  in  " b e t t e r "  
m o n e t a r y  p o l ic y ,  i t  m ig h t  v e r y  w e l l  fo llow  th a t  c y c l ic a l  v a r i a t i o n s  
in  m o n e y  in c o m e  w ould  b e  r e d u c e d .
S ta b le  M o n e ta ry  G ro w th  an d  100 P e r  C en t  R e s e r v e  B ank in g
If  th e  g o a l  of s t a b le  m o n e ta r y  g ro w th  w e r e  d e e m e d  d e s i r a b l e ,  
w ould  100 p e r  c e n t  r e s e r v e  b a n k in g  b e  a  n e c e s s a r y  (o r  e v e n  a
5 4 x h e  a s s u m p t io n  h e r e  i s  th a t ,  w h ile  c y c l i c a l  m o v e m e n ts  
( r e s u l t i n g  f r o m  n o n - m o n e t a r y  c a u s e s )  w ould  c o n tin u e ,  th e y  w ould  a t  
l e a s t  n o t  b e  a g g r a v a t e d  b y  "b ad "  m o n e t a r y  p o l ic y .
55t w o  r e c e n t  s tu d ie s  le n d  s u p p o r t  to  th i s  r e l a t i o n s h i p  b e ­
tw e e n  p e r m a n e n t  in c o m e  a n d  v e lo c i ty .  D av id  L a i d l e r ,  in  "S o m e  
E v id e n c e  on  th e  D e m a n d  fo r  M oney , " J o u r n a l  o f P o l i t i c a l  E c o n o m y , 
LXXIV ( F e b r u a r y ,  1966), 5 5 -6 8 , found  p e r m a n e n t  in c o m e  a  b e t t e r  
e x p la n a to r y  v a r i a b l e  fo r  the  d e m a n d  fo r  m o n e y  th a n  m e a s u r e d  in c o m e  
an d  th e  r a t e  of i n t e r e s t .  G r e g o r y  C . C how , in  "O n th e  L o n g -R u n  and  
S h o r t - R u n  D e m a n d  fo r  M oney , "  J o u r n a l  of P o l i t i c a l  E co n o m y , LXXIV 
(A p r i l ,  1966), 111-131, found  th a t  p e r m a n e n t  in c o m e  i s  the  b e s t  e x ­
p l a n a to r y  v a r i a b l e  of th e  d e m a n d  f o r  m o n e y  in  th e  lo n g  r u n ,  b u t  th a t  
m e a s u r e d  in c o m e  i s  th e  b e t t e r  e x p la n a to ry  v a r i a b l e  in  th e  s h o r t  ru n .
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d e s i r a b l e )  r e q u i s i t e  to  th e  g o a l 's  a t t a in m e n t?  S in ce  m o n e ta r y  p o l ic y
b y  r u l e s  an d  100 p e r  c e n t  r e s e r v e  b an k ing  h a v e  b e e n  l in k e d  to g e th e r
in  th e  v a r i o u s  r e f o r m  s c h e m e s  t r e a t e d  in  th i s  t h e s i s ,  a n  a n a ly s i s  of
th is  q u e s t io n  i s  n e c e s s a r y .
C r i t i c s  of th e  100 p e r  c e n t  r e s e r v e  p la n  h av e  v iew ed  i t  a s
u n d e s i r a b l e ,  u n n e c e s s a r y ,  o r  a t  l e a s t  o f fe r in g  in s u f f ic ie n t  b e n e f i t s
to  ju s t i f y  i t s  c o s t s .  In L a w r e n c e  R i t t e r ' s  v iew , the  on ly  b e n e f i t s  to
be  d e r iv e d  w ould  b e  the  r e m o v a l  of th e  n e c e s s i t y  of th e  F e d e r a l
R e s e r v e ' s  en g ag in g  in  c o n s ta n t  a c t io n s  to  o f f s e t  c u r r e n c y  m o v e m e n ts ,
an d  th e  a b o l i t io n  of th e  n e e d  fo r  th e  F e d e r a l  D e p o s i t  I n s u r a n c e
C o rp o r a t io n .  H is  c r i t i c i s m s  w e r e  no t u n l ik e  s o m e  of th o se  le v ie d
a g a i n s t  F i s h e r  an d  S im o n s  d u r in g  th e  1930 's :
In  o r d e r  to  r e a p  th e s e  b o u n t ie s ,  we w ould  h a v e  to  
c o m p le te ly  o v e rh a u l  the  p r e s e n t  s t r u c t u r e  of the  
m o n e y  an d  c a p i ta l  m a r k e t s  a n d  e s t a b l i s h  a  f in a n c ia l  
s y s te m  th a t  w ould  c o n ta in  w ith in  i t  a n y  n u m b e r  of 
u n e x p lo r e d  p r o b l e m s .  P r o m i n e n t  a m o n g  th e s e  w ould  
b e  th e  s o u r c e  of s h o r t - t e r m  b u s in e s s  f in a n c in g ,  now 
l a r g e l y  p ro v id e d  b y  the  c o m m e r c i a l  b a n k s ,  an d  the  
p r o b le m  of e v a s io n  in  th e  c l a s s i f i c a t i o n  of d e p o s i t s  
in  o r d e r  to  a v o id  the  100 p e r  c e n t  r e s e r v e  r e q u i r e ­
m e n t .  ^
C l a r k  W a rb u r to n ,  an  a d v o c a te  of s ta b le  m o n e t a r y  g ro w th ,  
w as  e q u a l ly  c r i t i c a l  of 100 p e r  c e n t  r e s e r v e  b an k in g , m a in ta in in g  th a t  
i t  . . d o e s  n o t  so lv e  an y  r e a l  m o n e ta r y  p r o b le m .  . . . Introduction
^ R itte r , jjjd. cit. , p. 767.
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of the  100 p e r  c e n t  r e s e r v e  s y s te m  w ould  no t, ta k e n  by  i t s e l f ,  m a k e  
a n y  c h an g e  in  th e  k ind  o f a s s e t s  to  b e  h e ld  by  the  m o n e ta r y  s y s te m .
S ta b le  m o n e ta r y  g ro w th  cou ld  c e r t a i n l y  be  a p p ro x im a te d  
u n d e r  th e  f r a c t io n a l  r e s e r v e  s y s te m  and , of c o u r s e ,  th e  t a s k  of m o n e ­
t a r y  c o n t r o l  cou ld  be  s im p l i f i e d  b y  m in o r  r e f o r m s  in  the  e x is t in g  
s y s te m .  A m o n g  su c h  r e f o r m s  a r e :  (1) f ix ed  r e s e r v e  r e q u i r e m e n t s  in  
o r d e r  to r e m o v e  an  e le m e n t  of u n c e r t a in ty  on the  p a r t  of b a n k s ;  (2 ) 
u n i fo rm  r e s e r v e  r e q u i r e m e n t s  a m o n g  a l l  c l a s s e s  of b a n k s  ( in c lud in g  
s t a t e - c h a r t e r e d  banks);^®  and  (3) p a y m e n t  of i n t e r e s t  on r e s e r v e  
b a la n c e s  and  a l lo w in g  b a n k s  to p a y  i n t e r e s t  on  d e m a n d  d e p o s i t s ,  a s  
su g g e s te d  by  F ried m a n ,^9 o r  p a y m e n t  of i n t e r e s t  on  e x c e s s  r e ­
s e r v e s .
S ^ W a rb u r to n ,  " R u le s  an d  I m p le m e n t s  of M o n e ta ry  P o l i c y ,  "
p. 9.
^ L a u c h l i n  C u r r i e ,  T h e  S upp ly  and  C o n t r o l  of M oney  in  th e  
U n ited  S ta te s  (C a m b r id g e ,  M a s s . :  H a r v a r d  U n iv e r s i ty  P r e s s ,  1934), 
pp. 163-179; a n d  W a rb u r to n ,  " R u le s  and  I m p le m e n t s  fo r  M o n e ta ry  
P o l i c y ,  " p. 17fn.
^ T h i s  s u g g e s t io n  w a s  m a d e  b y  F r i e d m a n  w ith  r e s p e c t  to  a  
s y s te m  of 100 p e r  c e n t  r e s e r v e  b a n k in g ,  b u t  i t  m a y  b e  e x p e c te d  to  e n ­
h a n c e  c o n t r o l  of th e  s to c k  of m o n e y  u n d e r  a  f r a c t io n a l  r e s e r v e  s y s ­
te m .  S u p r a , pp. 147-150.
^ T h i s  s u g g e s t io n  h a s  b e e n  m a d e  by  J a m e s  T o b in , " T o w a rd  
Im p ro v in g  th e  E f f ic ie n c y  of th e  M o n e ta r y  M e c h a n is m , " R e v ie w  of 
E c o n o m ic s  a n d  S t a t i s t i c s , X L H  (A u g u s t,  I960), 277. E a r l i e r ,
C h a r l e s  R .  W h it t le s e y ,  in  "O ld  and  N ew  I d e a s  on  R e s e r v e  R e q u i r e ­
m e n t s ,  " J o u r n a l  of F in a n ce ^  VIII (M ay, 1953), 190-195, s u g g e s te d  
p a y m e n t  of i n t e r e s t  on  r e s e r v e s  a s  a m e a n s  of r e s t r i c t i n g  c r e d i t  
w ith o u t ad d ing  to  the  banks*  b u r d e n  of n o n - e a r n in g  a s s e t s .
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Y et th e  c o n te m p o r a r y  c r i t i c s  of 100 p e r  c e n t  r e s e r v e  banking, 
su c h  a s  R i t t e r ,  h av e  a p p a r e n t ly  v iew ed  o n ly  the  m o r e  s u p e r f i c i a l  a d ­
v a n ta g e s  of the  p lan .  T he  fu n d a m e n ta l  a d v a n ta g e  o f th e  p la n  w ould  b e  
i t s  d iv o r c in g  th e  v o lu m e  of m o n ey  f r o m  th e  v o lu m e  of s h o r t - t e r m  
d e b t  an d  i t s  im p a c t  on th e  c h a r a c t e r  of a s s e t s  h e ld  b y  f in a n c ia l  i n t e r ­
m e d i a r i e s .  It  w as  th i s  p u r p o r t e d  a d v a n ta g e  th a t  w a s  v ie w e d  a s  b e in g  
m o s t  i m p o r t a n t  b y  th e  e a r l i e r  a d v o c a te s  of th e  100 p e r  c e n t  r e s e r v e  
p la n ,  I rv in g  F i s h e r  and  H e n ry  S im o n s .  T h e y  b o th  v ie w e d  m o n e t a r y  
s t a b i l i ty  an d  a  l a r g e  v o lu m e  of s h o r t - t e r m  d e b t  a s  m u tu a l ly  e x c lu s iv e .
I t  i s  im p l i c i t  in  t h e i r  w r i t in g  th a t  s t a b i l i z in g  th e  s to c k  of 
m o n e y  a lo n e  w ould  b e  in s u f f ic ie n t  to  a c h ie v e  c o m p le te  " m o n e ta r y  
s ta b i l i ty .  11 A  l a r g e  v o lu m e  of s h o r t - t e r m  d e b t  p l a c e s  b a n k s  in  a  
p o s i t io n  to  r a p id ly  w i th d ra w  c a p i ta l  fu nds  f r o m  b u s in e s s  f i r m s ,  
w h ich  of c o u r s e  w ould  h a v e  a d v e r s e  e f fe c ts  upon th e  l e v e l  of e c o ­
n o m ic  a c t iv i ty .  H o w e v e r ,  t h e s e  a d v e r s e  e f fe c ts  a r e  c o m p o u n d e d  a s  
th e  v o lu m e  of c i r c u la t in g  m e d ia  c o n t r a c t s  in  r e s p o n s e  to  d e b t  c o n ­
t r a c t i o n .  T h e r e f o r e ,  " g e n u in e  f in a n c ia l  r e c o n s t r u c t i o n , "  to  u s e  
S im o n s '  t e r m in o lo g y ,  r e q u i r e s  b o th  th e  le n g th e n in g  of the  p r iv a t e  
d e b t  s t r u c t u r e  an d  d iv o rc in g  th e  v o lu m e  of m o n e y  f r o m  th e  v o lu m e  
of s h o r t - t e r m  d e b t .  A c h ie v in g  e i t h e r  o f t h e s e  g o a ls  in d e p e n d e n t ly  
w ould  b e  c o n s id e r e d  d e s i r a b l e  in  th e  c o n te x t  of th e  e c o n o m ic s  of
6lSupra, pp. 5 2 -5 4 , 6 0 -6 3 , and 6 6 -6 8 .
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F i s h e r  an d  S im o n s ;  100 p e r  c e n t  r e s e r v e  b an k in g  w as  v ie w e d  by  th e m  
a s  th e  one r e f o r m  m e a s u r e  w h ich  w ould  c o n t r ib u te  s ig n i f ic a n t ly  to  
a c h ie v in g  b o th  g o a ls .
I f  100 p e r  c e n t  r e s e r v e  b an k in g  w a s  d e v is e d  a s  a  m e a n s  of 
p r o m o t in g  a  le n g th e n in g  of th e  s t r u c t u r e  of p r i v a t e  d e b t,  t h e n  tw o 
q u e s t io n s  a r e  r a i s e d .  F i r s t ,  w ould  len g th e n in g  of th e  p r i v a t e  d e b t  
s t r u c t u r e  p r o m o te  m o n e t a r y  s t a b i l i ty ?  A nd  se c o n d ,  w ould  th is  
le n g th e n in g  b e  p r o m o te d  b y  100 p e r  c e n t  r e s e r v e  b an k in g  ?
T h e  In f lu e n c e  of 100 P e r  C e n t  R e s e r v e s  on 
B a n k  A s s e t  P r e f e r e n c e s
U n d e r  e x is t in g  in s t i t u t io n a l  a r r a n g e m e n t s ,  th e  r i s k - t a k i n g  
p r o p e n s i t i e s  of c o m m e r c i a l  b a n k s  a r e  in f lu e n c e d  b y  l iq u id i ty  n e e d s  
e m a n a t in g  f r o m  th e  r e l a t i v e l y  l a r g e  s h a r e  o f t h e i r  " w o rk in g  c a p i ta l "  
t h a t  i s  o b ta in e d  in  e x ch a n g e  fo r  d e m a n d  d e p o s i t  l i a b i l i t i e s .  T h e  h y ­
p o th e s i s  i m p l i c i t  in  th e  w r i t in g s  of F i s h e r  an d  S im o n s  w as  th a t  th e  
r e q u i r e m e n t s  of 100 p e r  c e n t  r e s e r v e s ,  b y  r e d u c in g  b a n k s 1 d e m a n d  
fo r  l iq u id i ty ,  w ou ld  r e s u l t  in  i n c r e a s in g  th e  p r o p o r t io n  of l o n g - t e r m  
a s s e t s  in  b a n k  p o r t f o l i o s .  ^2
U n d er th e  e x is t in g  s y s te m ,  th e  w i l l in g n e s s  o f b a n k s  to  e x ­
ten d  l o n g - t e r m  lo a n s  m a y  b e  c o n s id e r e d  a s  v a ry in g  i n v e r s e l y  w ith
ft z T h is  a n a l y s i s  r e f e r s  to  a  s y s t e m  in  w h ic h  b a n k s  h a v e  b e a n  
s e p a r a t e d  in to  two d i s t i n c t  i n s t i t u t io n s ,  one  a  w a r e h o u s e  fo r  m o n e y ,  
th e  o th e r  a f in a n c ia l  i n t e r m e d i a r y  th a t  a c q u i r e s  fu n d s  by  s e l l in g  n o n ­
d e m a n d  o b l ig a t io n s .
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th e  p r o p o r t io n  of t h e i r  d e p o s i t  l i a b i l i t i e s  c o n s i s t in g  of d e m a n d  d e ­
p o s i t s ,  o th e r  th in g s  r e m a in in g  c o n s ta n t .  T h e  p r o b a b i l i t y  of r e s e r v e  
l o s s e s  in d u c e s  b a n k s  to  m a in ta in  a  s to c k  o f  h ig h ly  l iq u id  a s s e t s - -  
g o v e rn m e n t  s e c u r i t i e s ,  p r i m e  c o m m e r c i a l  p a p e r ,  an d  c a s h  a s s e t s ,  
in c lu d in g  d e p o s i t s  w ith  o th e r  b a n k s  and  e x c e s s  r e s e r v e s .  U n d e r  100 
p e r  c e n t  r e s e r v e s ,  d e p o s i t  l o s s e s  w ou ld  b e  of in s ig n i f ic a n t  i m p o r ­
ta n c e ,  an d  s in c e  e a rn in g  a s s e t s  w ould b e  o b ta in e d  w ith  fu n d s  r e c e iv e d  
in  e x c h a n g e  fo r  n o n -d e m a n d  l i a b i l i t i e s  ( in c lu d in g  e q u i t ie s ) ,  i t  cou ld  
b e  e x p e c te d  th a t  banks*  a v e r s i o n  to  l o n g - t e r m  a s s e t s  w ould d e c l in e .
S tu d ie s  of b an k  a s s e t  p r e f e r e n c e s  te n d  to  c o n f i r m  th is  h y ­
p o th e s i s .  S ta n le y  M. B e s e n ,  in  a  s tu d y  o f  500 b a n k s ,  found th a t  a s  
th e  r a t i o  of d e m a n d  d e p o s i t s  to  to ta l  d e p o s i t s  d e c r e a s e d ,  th e  r a t i o  
of lo a n s  to  d e p o s i t s  te n d e d  to  i n c r e a s e .  ^3 "While lo a n s  w e r e  n o t  
c l a s s i f i e d  b y  m a tu r i t y ,  th i s  i n d ic a t e s  th a t  r i s k - t a k i n g  p r o p e n s i t i e s  
a r e  i n c r e a s e d  a s  th e  p r o p o r t io n  o f d e m a n d  d e p o s i t s  i s  d e c r e a s e d .  ^4
^ S t a n l e y  M . B e s e n ,  "A n  E m p i r i c a l  A n a ly s i s  of C o m m e r c ia l  
B an k  L en d in g  B e h a v io r ,  "  Y ale  E c o n o m ic  E s s a y s , V ( F a l l ,  1965), 
283-315. T h e  c o e f f ic ie n t  of c o r r e l a t i o n  b e tw e e n  f i r s t  d i f f e r e n c e s  in  
th e  r a t i o  of d e m a n d  d e p o s i t s  to  to ta l  d e p o s i t s  a n d  th e  r a t i o  o f lo a n s  
to  d e p o s i t s  w a s  - .  556 ( s ig n i f ic a n t  a t  th e  . 05 le v e l) .  S ee  T a b le  4, 
p a g e  307, o f th e  w o rk  c i te d .
^ A  m o d e l  in d ic a t in g  th e  s a m e  c o n c lu s io n s  w as  d e v e lo p e d  
by  R i c h a r d  C. P o r t e r ,  "A  M o de l of B a n k  P o r t f o l io  S e le c t io n ,  "  Y ale  
E c o n o m ic  E s s a y s ,  I (F a l l ,  1961), 3 2 3 -3 5 9 .
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T h e  f in d in g s  of I r a  S c o t t  and  D ean e  C a r s o n ^  s u p p o r t  the  
f ind ing  of B e s e n .  F o r  e x a m p le ,  th ey  found a  p o s i t iv e  c o e f f ic ie n t  of 
c o r r e l a t i o n  b e tw e e n  the  r a t i o  o f  t im e  d e p o s i t s  to  to ta l  d e p o s i t s  and  
th e  r a t i o  of r e a l  e s t a t e  lo a n s  to  to ta l  a s s e t s .  ^  A ls o ,  th e y  found  a 
n e g a t iv e  c o r r e l a t i o n  b e tw e e n  th e  r a t i o  of c a s h  p lu s  U n ited  S ta te s  
g o v e rn m e n t  s e c u r i t i e s  to  to ta l  a s s e t s  and  th e  r a t i o  of t im e  d e p o s i t s  
to  to ta l  d e p o s i t s .  T h e s e  f in d in g s  in d ic a te  th a t  banks*  a v e r s i o n  to 
l o n g - t e r m  a s s e t s  d e c r e a s e s  a s  th e  p r o p o r t io n  of d e m a n d  d e p o s i t s  to 
to ta l  l i a b i l i t i e s  d e c r e a s e s .  T h is  in f e r e n c e  i s  in d ic a te d  b y  th e  r e l a ­
t iv e ly  h ig h  p o s i t iv e  c o r r e l a t i o n  b e tw e e n  r e a l  e s t a t e  lo a n s  an d  the  
t i m e / t o t a l  d e p o s i t  r a t i o ,  an d  i s  r e i n f o r c e d  by  th e  n e g a t iv e  c o r r e l a t i o n  
b e tw e e n  th e  t i m e / t o t a l  d e p o s i t  r a t i o  and  r a t i o  of su c h  h ig h ly  l iq u id
^ I r a  o .  S c o t t  and  D e a n e  C a r s o n ,  " C o m m e r c i a l  B an k  A t t r i ­
b u te s  an d  A v e r s io n  to R i s k ,  " in  C o m p t r o l l e r  of th e  C u r r e n c y ,
B an k in g  a n d  M o n e ta ry  S tu d ie s ,  ed. D ean e  C a r s o n  (H om ew ood , 111.: 
R i c h a r d  D. I rw in ,  1963), pp . 4 2 0 -4 3 3 . S c o t t  a n d  C a r s o n  c o r r e l a t e d  
b a n k  s iz e ,  r a t e  of b an k  g ro w th ,  r a t i o  of t im e  d e p o s i t s  to  to ta l  d e ­
p o s i t s ,  a n d  th e  r a t i o  of c a p i ta l  to  to ta l  d e p o s i t s  w ith  th e  fo llo w in g  
v a r i a b l e s :  c a s h  a s s e t s  p lu s  U n ited  S ta te s  g o v e rn m e n t  s e c u r i t i e s /  
t o t a l  a s s e t s ,  g o v e rn m e n t  s e c u r i t i e s  m a tu r in g  w ith in  one y e a r / t o t a l  
a s s e t s ,  d e m a n d  b a la n c e s  w ith  o th e r  b a n k s / t o t a l  a s s e t s ,  n e t  lo a n s  and  
d i s c o u n t s / t o t a l  a s s e t s ,  c o m m e r c i a l  an d  i n d u s t r i a l  l o a n s / t o t a l  a s s e t s ,  
r e a l  e s t a t e  l o a n s / t o t a l  a s s e t s ,  c o n s u m e r  l o a n s / t o t a l  a s s e t s ,  an d  
s t a t e  an d  lo c a l  o b l ig a t io n s / t o t a l  a s s e t s .  T h e  s tu d y  c o v e r e d  4, 053 
b a n k s .
^ Ib id . , pp. 4 2 5 -4 2 6 .  T h e  c o e f f ic ie n ts  of c o r r e l a t i o n  w e r e  
. 57777 f o r  r e s e r v e  c i ty  b a n k s  and  . 74791 fo r  c o u n try  b a n k s ,  r e ­
s p e c t iv e ly .
67 lb id . T h e  c o e f f ic ie n ts  w e r e  - .  41776 an d  - .  30260 fo r  r e ­
s e r v e  c i ty  and  c o u n try  b a n k s ,  r e s p e c t iv e ly .
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a s s e t s  a s  c a s h  a s s e t s  a n d  U n ited  S ta te s  g o v e rn m e n t  s e c u r i t i e s  to 
t o ta l  a s s e t s .
T h e  fo re g o in g  f in d in g s  a r e  c o n s i s t e n t  w ith  a  m o d e l  d e v e lo p e d  
by  K a r l  B r u n n e r ^  w h ich  in d ic a te d  th a t  b a n k s 1 d e m a n d  fo r  c a s h  a s s e t s  
i n c r e a s e d  m o r e  w ith  a n  e x p a n s io n  o f d e m a n d  d e p o s i t s  th a n  w ith  a n  
e x p a n s io n  of t im e  d e p o s i t s .  ^0 S in c e  th e  m a r g i n a l  p r o p e n s i ty  to  ho ld
68 f b id . O th e r  c o r r e l a t i o n s  b e tw e e n  th e  t i m e / t o t a l  d e p o s i t  
r a t i o  an d  o th e r  ' ' l iq u id i ty  r a t i o s "  in c lu d e d  g o v e rn m e n t  s e c u r i t i e s  
m a tu r in g  w ith in  one  y e a r / t o t a l  a s s e t s ,  54493 an d  51109; an d  d e -  
m a n d  b a la n c e s  w ith  o th e r  b a n k s / t o t a l  a s s e t s ,  31140 an d  42972. 
C o e f f ic ie n ts  c i t e d  a r e  fo r  r e s e r v e  c i ty  b a n k s  and  c o u n try  b a n k s ,  r e ­
s p e c t iv e ly .
b^ K a r l  B r u n n e r ,  "A  S c h e m a  fo r  th e  S upp ly  T h e o r y  of 
M oney , " I n t e r n a t io n a l  E c o n o m ic  R e v ie w , II ( J a n u a r y ,  I960), 79-109.
^ Ib id .  , pp. 8 0 -8 8 . In  i t s  m o s t  e l e m e n t a r y  fo r m ,
B r u n n e r ' s  m o d e l  s t a te d  b a n k s '  d e m a n d  fo r  c a s h  a s s e t s  (in  e x c e s s  of 
r e q u i r e d  r e s e r v e s )  a s
v d = w Q + w ^d i + w 2 d 2
w o ~ w o (r » b * a ) 
w h e r e  v d i s  th e  d e s i r e d  a m o u n t  o f c a s h  a s s e t s ;  d j  an d  d 2 a r e  n e t  d e ­
m a n d  d e p o s i t s  an d  t im e  d e p o s i ts ,  r e s p e c t iv e ly ;  wj an d  w 2 a r e  the  
m a r g i n a l  p r o p e n s i t i e s  to  h o ld  c a s h  a s s e t s  r e l a t i v e  to  d i  an d  d 2 - T h e  
t e r m  wG i s  th e  d e m a n d  f o r  c a s h  a s s e t s  r e l a t i v e  to  r ,  an  in d e x  of lo a n  
r a t e s  and  bond  y ie ld s ;  b , th e  a m o u n t  b o r r o w e d  f r o m  th e  F e d e r a l  
R e s e r v e  B ank ; and  a ,  the  p o r t f o l io  l o a n - i n v e s tm e n t  r a t i o .
B r u n n e r  s t ip u la te d  th a t  th e  f i r s t  d e r i v a t i v e  of w Q w ith  r e ­
s p e c t  to  r  w ould  b e  n e g a t iv e ,  and  p o s i t iv e  w ith  r e s p e c t  to  b an d  a .
B r u n n e r  p o s tu la t e d  th a t  w i > w 2 ^ 0  an d  v d >*0 fo r  a l l  p o s i t iv e  
v a lu e s  of r .  S e e  p a g e s  80-81 of the  w o rk  c i te d .
T h e  t e r m  wQ m a y  be  c o n s id e r e d  a  s p e c u la t iv e  d e m a n d  f o r  
c a s h  a s s e t s  w ith  r e s p e c t  to  r  a n d  a ,  and , in  a  s e n s e ,  a  p r e c a u t i o n a r y  
d e m a n d  w ith  r e s p e c t  to  b.
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c a s h  a s s e t s  r e l a t i v e  to  d e m a n d  d e p o s i t s  e x c e e d s  th e  m a r g i n a l  p r o ­
p e n s i ty  to  h o ld  c a s h  a s s e t s  r e l a t i v e  to  t im e  d e p o s i t s ,  th e  fo llo w in g  
p o s s ib l e  e f fe c ts  m a y  be  n o ted .  If b o th  d e m a n d  an d  t im e  d e p o s i t s  i n ­
c r e a s e d ,  of c o u r s e  th e  t o ta l  a m o u n t  of c a s h  a s s e t s  d e m a n d e d  w ould  
i n c r e a s e ,  o th e r  th in g s  r e m a in in g  c o n s ta n t .  O f m o r e  s ig n i f ic a n c e  
to  th is  d i s s e r t a t i o n  a r e  the  e f f e c ts  of s h i f t s  b e tw e e n  d e m a n d  a n d  t im e  
d e p o s i t s .  A  sh i f t  of a  g iv en  d o l la r  a m o u n t  f r o m  d e m a n d  d e p o s i t s  to  
t im e  d e p o s i t s  w ould  r e s u l t  in  an  a b s o lu te  d e c l in e  in  th e  a m o u n t  of 
c a s h  a s s e t s  (beyond the  l e g a l  r e q u i r e m e n t s )  d e m a n d e d  b y  b a n k s .
T h e  f in d in g s  of S c o t t  an d  C a r s o n ,  a lo n g  w ith  th o s e  of B e s e n ,  
w ou ld  in d ic a te  th a t  th e  e x c e s s  c a s h  a s s e t s  w ould  b e  e m p lo y e d  in  th e  
a c q u i s i t i o n  of m o r e  r i s k y  ( in c lu d in g  l o n g - t e r m )  a s s e t s .  ?1
If th e  t r a n s i t i o n  to  100 p e r  c e n t  r e s e r v e  b an k in g  w e re  a c c o m ­
p l i s h e d  b y  th e  te c h n iq u e  s u g g e s te d  b y  J a m e s  A n g e l l ,  i .  e. , th a t  r e ­
s e r v e s  w ould  b e  su p p l ie d  b y  th e  F e d e r a l  R e s e r v e  in  e x c h a n g e  f o r  a  
n o n - i n t e r e s t - b e a r i n g  l i e n  th a t  w ou ld  b e  r e p a i d  s lo w ly , i f  a t  a l l ,  th e  
f o re g o in g  s tu d ie s  in d ic a te  th a t  th e  fo llo w in g  r e s u l t s  m ig h t  be
7 lF o r  f u r t h e r  d i s c u s s i o n  on  b a n k  p o r t f o l io  s e l e c t io n ,  s e e  
D o n a ld  P .  H e s t e r ,  "A n  E m p i r i c a l  E x a m in a t io n  of a  C o m m e r c i a l  
B a n k  L o a n  O f fe r  F u n c t io n ,  " Y ale  E c o n o m ic  E s s a y s , I (S p r in g ,  1962), 
3 -5 8 ;  D av id  A. an d  C h a r lo t t e  P .  A lh a d e ff ,  "A n  I n t e g r a t e d  M o d e l  fo r  
C o m m e r c i a l  B a n k s ,  "  J o u r n a l  of F in a n c e ,  XII (M a rc h ,  1957), 2 4 -4 3 ;  
D av id  A . and  C h a r lo t t e  P .  A lh a d e ff ,  " T h e  S t ru g g le  fo r  C o m m e r c i a l  
B a n k  S a v in g s ,  " Q u a r t e r l y  J o u r n a l  of E c o n o m i c s , LXXU ( F e b r u a r y ,  
1958), 1-22; an d  R a y m o n d  H. M cE v o y , " V a r ia t io n s  in  B an k  A s s e t  
P o r t f o l io s ,  " J o u r n a l  of F in a n c e ,  XI ( D e c e m b e r ,  1956), 4 6 3 -4 7 3 .
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e x p e c te d :  F i r s t ,  th e  l o a n - i n v e s tm e n t  p o r t f o l io  w ould  no t b e  i n i t i a l ly  
d i s t u r b e d ,  ^  a n d  a t  th e  s a m e  t im e  b a n k s '  m a r g i n a l  p r o p e n s i ty  to 
h o ld  c a s h  a s s e t s  (beyond  th e  l e g a l  r e q u i r e m e n t )  r e l a t i v e  to d e m a n d  
d e p o s i t s  w ould  b e c o m e  z e r o .  T h e  s u r p lu s  c a s h  a s s e t s  th a t  w ould  
b e  g e n e r a te d  a s  a s s e t s  m a t u r e d  w ould  b e  in  one s e n s e  s i m i l a r  to 
fu n d s  a t t a in e d  th ro u g h  th e  s a le  of s to c k ,  i .  e. , th e y  w ould  h a v e  no 
d e b t  c l a im s  a g a i n s t  th e m  in  th e  f o r m  of d e m a n d  o r  t im e  d e p o s i t s .  
T h e r e f o r e ,  b a n k s  w ould b e  f r e e  to  u s e  t h e s e  fu n d s  to  o b ta in  the  
m o s t  p r o f i t a b le  a s s e t s  w ith o u t  b e in g  e n c u m b e r e d  by  l iq u id i ty  c o n ­
s i d e r a t io n s  s te m m in g  f r o m  d e m a n d  o r  t im e  d e p o s i t  l i a b i l i t i e s .  T h i s ,  
in  the  l ig h t  of th e  a fo r e m e n t io n e d  s tu d ie s ,  i n d ic a t e s  th a t  100 p e r  c e n t  
r e s e r v e  b an k in g  w ould  r e s u l t  i n  a n  i n c r e a s e  in  b a n k s '  d e m a n d  fo r  
l o n g - t e r m  a s s e t s .
If  th e  t r a n s i t i o n  o c c u r r e d  v ia  c e n t r a l  b a n k  p u r c h a s e  o f c o m ­
m e r c i a l  b a n k  a s s e t s ,  a  r a p i d  f r e e i n g  of c a s h  a s s e t s  w ould  n o t  o c c u r  
a n d  w ou ld  i m m e d ia te ly  p l a c e  b a n k e r s  o n  th e  s a m e  fo o ting  a s  o th e r  
f in a n c ia l  i n t e r m e d i a r i e s .  A l th o u g h  th i s  i s  th e  u l t im a te  g o a l  of 100 
p e r  c e n t  r e s e r v e  b a n k in g ,  a  m o r e  g r a d u a l  te c h n iq u e  of t r a n s i t i o n  
m ig h t  b e  d e s i r a b l e  f o r  o th e r  r e a s o n s .  A  g r a d u a l  i n c r e a s in g  of
^ ^ U n d e r  m o s t  t r a n s i t i o n a l  s c h e m e s  s u g g e s te d ,  b a n k s  w ould  
be  r e q u i r e d  to  d i s p o s e  of a s s e t s  in  o r d e r  to  m e e t  th e  100 p e r  c e n t  
r e s e r v e  r e q u i r e m e n t .
^ I n  th e  c o n te x t  of B r u n n e r* s  m o d e l ,  S u p r a , p. 188, f o o t ­
n o te  70, w ^d i w ould  b e c o m e  0 a n d  th e  d e m a n d  fo r  c a s h  a s s e t s  w ould  
b e c o m e  v ^  = w Q + w ^ v ^ ,  o r  s u r p lu s  c a s h  a s s e t s  e q u a l  w^d^.
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r e s e r v e s  to 100 p e r  c en t ,  a s  s u g g e s te d  b y  F r i e d m a n ,  m ig h t  r e s u l t  in  
l e s s  t r a n s i t i o n a l  p r o b l e m s .  A n o th e r  a l t e r n a t iv e  m ig h t  b e  f o r  th e  
c e n t r a l  b a n k  to su p p ly  r e s e r v e s  by  p u r c h a s in g  th e  c o m m e r c i a l  
b an k in g  s y s t e m 's  h o ld in g s  of U n ited  S ta te s  g o v e r n m e n t  s e c u r i t i e s  
an d  th e n  su pp ly ing  th e  r e m a i n d e r  in  ex ch a n g e  fo r  a  n o n - i n t e r e s t -  
b e a r in g  l ie n .  T h is  w ould  a v o id  the  o c c a s io n  fo r  o b je c t io n  to  th e  
F e d e r a l  R e s e r v e ' s  p u r c h a s in g  of p r iv a t e  d e b t  i n s t r u m e n t s .  ?4
T h a t  the  su p p ly  of lo n g e r  t e r m  a s s e t s  w ould  i n c r e a s e  d e ­
p e n d s  upon  o th e r  f a c t o r s .  T h e  F i s h e r - S i m o n s  a r g u m e n t  i s  th a t  th e  
d e m a n d  f o r  s h o r t - t e r m  funds i s  to  so m e  e x te n t  a  d e m a n d  f o r  lo n g ­
t e r m  fu n d s  th a t  i s  f r u s t r a t e d  b y  b a n k s '  d e s i r e  fo r  l iq u id i ty .  B a n k s  
a r e  u n w il l in g  to  le n d  a t  long  t e r m ,  b u t  w il l  le n d  a t  s h o r t  t e r m  w ith  
a n  u n d e r s ta n d in g ,  im p l i c i t  o r  o v e r t ,  t h a t  r e n e w a ls  w il l  b e  f o r t h ­
c o m in g .  F r e e d  f r o m  th e  l iq u id i ty  d e m a n d s  im p o s e d  b y  d e m a n d  d e ­
p o s i t s ,  b a n k s  m ig h t  be  e x p e c te d  to  g r a n t  o u t r ig h t  th e  l o n g - t e r m  
lo a n s  th a t  a r e  c u r r e n t l y  d i s g u i s e d  a s  s h o r t - t e r m  lo a n s .  ^5 A s  a
7 4 F o r  e x am  p ie ,  th is  o b je c t io n  w a s  r a i s e d  by  A n g e ll .  S u p r a ,
p. 8 6 .
^ T h e  e x te n t  o f l o n g - t e r m  lo a n s  in  d i s g u i s e  h a s  n o t  b e e n  d e ­
t e r m in e d ,  b u t  th e  p r o p o s i t io n  m ig h t  b e  a c c e p te d  on  a  p r i o r i  g ro u n d s .  
A l lu s io n s  to  d i s g u i s e d  l o n g - t e r m  le n d in g  a r e  found  m  th e  l i t e r a t u r e  of 
f in a n c e ,  b u t  e m p i r i c a l  e v id e n c e  i s  n o t  c u r r e n t l y  a v a i la b le .  F o r  e x ­
a m p le ,  s e e  G e o rg e  B u d z e ik a ,  " T u r n o v e r  of B u s in e s s  L o a n s  a t  N ew  
Y o rk  B a n k s ,  " F e d e r a l  R e s e r v e  B a n k  o f  N ew  Y o rk ,  M o n th ly  R e v ie w , 
44 ( J a n u a r y ,  1962), 10-15; B u d z e ik a ,  " C o m m e r c i a l  B a n k s  a s  S u pp lie rs  
of C a p i t a l  F u n d s  to  B u s i n e s s ,  "  F e d e r a l  R e s e r v e  B a n k  of N ew  Y ork , 
M o n th ly  R e v ie w , 45 ( D e c e m b e r ,  1963), 185-189; and  J a c k  W. C ox, 
" D e v e lo p m e n ts  in  th e  C o m m e r c i a l  B a n k  L o a n - D e p o s i t  R a t io ,  "
F e d e r a l  R e s e r v e  B an k  of N ew  Y o rk ,  M o n th ly  R e v ie w , 48 (M a rc h ,  
1966), 6 5 -7 0 .
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r e s u l t ,  th e  d e m a n d  fo r  p e r m a n e n t  w o rk in g  c a p i ta l  cou ld  b e  su p p l ie d  
by  l o n g - t e r m  fu nds  a d v a n c e d  by  b a n k s .  T h is  w ould  p ro b a b ly  b e  t r u e  
e s p e c i a l l y  fo r  s m a l l  b u s in e s s  f i r m s  th a t  m u s t  r e l y  a lm o s t  e x c lu s iv e ly  
on b a n k s  a s  a s o u r c e  of funds .
W hile  th e  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t  m ig h t  in d u ce  a n  
i n c r e a s e  in  b o th  th e  d e m a n d  and  su p p ly  of l o n g - t e r m  a s s e t s ,  i t  d o e s  
n o t  fo llow  th a t  i t  w ould r e m o v e  a l l  s o u r c e s  of s h o r t - t e r m  c r e d i t .  
P o s t - t r a n s i t i o n a l  b a n k s ,  a s  w e l l  a s  o th e r  in s t i tu t io n s ,  w ould  p r o b a b ly  
c o n tin u e  to a c q u i r e  s h o r t - t e r m  s e c u r i t i e s  and  to  g r a n t  d i r e c t  s h o r t ­
t e r m  lo a n s ;  on ly  th e  r e l a t i v e  q u a n ti ty  of su ch  lo a n s  w ould  b e  a l t e r e d .
T im e  D e p o s i t s - - a  C o m p lic a t in g  F a c t o r .  T h e  r e q u i r e m e n t  
of 100 p e r  c e n t  r e s e r v e s  a g a in s t  d e m a n d  d e p o s i t s  w ould  a l t e r  the  
e x is t in g  r e l a t i o n s h ip  b e tw e e n  d e m a n d  and  t im e  d e p o s i t s  a s  i t  a f f e c t s  
banks* d e m a n d  fo r  c a s h  a s s e t s  bey o n d  th o s e  r e q u i r e d  by  law . T h e  
B r u n n e r  m o d e l  in  i t s  m o s t  e l e m e n t a r y  fo r m  m a y  b e  e m p lo y e d  to 
a n a ly z e  th e s e  e f fe c ts .
B a n k s '  d e m a n d  fo r  c a s h  a s s e t s  i s  e x p r e s s e d  a s
(1) v d = w Q + w ^d i + W2 d 2 .
T h e  d i f f e r e n c e  b e tw e e n  to ta l  a v a i la b le  r e s e r v e s  (v) an d  r e ­
s e r v e s  d e m a n d  (vd ) i s  s u r p lu s  r e s e r v e s  (s) a n d  m a y  b e  e x p r e s s e d  a s
(2 ) s = v  -  v d
7 6 S u p ra , p . 188, fo o tn o te  70.
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an d  f o r  th e  b a n k  to  b e  in  e q u i l ib r iu m ,  the  fo llow ing  c o n d it io n  m u s t  
e x is t :
(3) s = 0
Should  c h a n g e s  o c c u r  in  the  to ta l  a m o u n t  of d e p o s i t s  o r  th e  r a t i o  of 
d e m a n d  to  t im e  d e p o s i t s ,  c a u s in g  s to  b e c o m e  g r e a t e r  th a n  0 , b a n k s  
w il l  a c q u i r e  a d d i t io n a l  e a r n in g  a s s e t s .  Should  ch an g in g  c o n d it io n s  
c a u s e  s to  b e c o m e  l e s s  th a n  0 , b a n k s  w il l  s e l l  e a rn in g  a s s e t s .
A s s u m in g  wQ = 0 in  o r d e r  to  i s o l a t e  th e  e f f e c ts  of th e  a l t e r e d
r e s e r v e  r e q u i r e m e n t s ,  th e  e f f e c ts  of sh if t  b y  th e  p u b lic  f r o m  d e m a n d
to  t im e  d e p o s i t s  m a y  b e  a n a ly z e d  in  th e  fo llow ing  fa sh io n :
(4) ^ v d * - w i A d 1 + wg A d 2 
S in ce  -  d^ + d 2 = 0, e q u a t io n  (4) c an  be  e x p r e s s e d  a s
(5) A v d = Ad(w2 -  wj}
If, u n d e r  f r a c t io n a l  r e s e r v e  b a n k in g ,  w ^ W 2 > 0 , f r o m  e q u a t io n  (4), 
A v d ^ 0 , in d ic a t in g  a  d e c r e a s e d  d e m a n d  by b a n k s  fo r  c a s h  a s s e t s ,  
th u s  c r e a t in g  an  i n c r e a s e  in  s u r p lu s  r e s e r v e s  b y  th e  a m o u n t  of Av<l, 
S in ce  th e  e q u i l ib r iu m  c o n d it io n  i s  s = 0, f r o m  e q u a t io n s  (2) an d  (3), 
a d d i t io n a l  e a rn in g  a s s e t s  w il l  b e  a c q u i r e d  b y  th e  b a n k s ,  th u s  i n ­
c r e a s i n g  th e  m o n e y  supp ly .
T h e  a d d i t io n a l  e a rn in g  a s s e t s  a c q u i r e d  ( A % ) ^  m a y b e  e x ­
p r e s s e d  a s
^ T h e  s u b s c r i p t  Mf" in d ic a te s  a  f r a c t io n a l  r e s e r v e  b an k in g
s y s te m .
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(6 ) j ^ E f = £ A d 2 - ^ d 2 (w2 + R-2 ) ! /  '  E d l " ( A v d ).
In  e q u a t io n  (6 ), R 2 i s  r e q u i r e d  r e s e r v e  r a t i o  a g a in s t  t im e  
d e p o s i t s  and  Ed^ i s  e a rn in g  a s s e t s  a c q u i r e d  w ith  funds p r e v io u s ly  r e ­
c e iv e d  in  e x c h a n g e  fo r  d e m a n d  d e p o s i t s  in  th e  a m o u n t  A  d^.
S in ce , f r o m  e q u a t io n  (5), ^ v d i s  l e s s  th a n  z e r o ,  the  i n ­
c r e a s e  in  e a r n in g  a s s e t s  a c q u i r e d  w il l  be  e q u a l  to  A v d an d  w i l l  a l s o  
be  th e  a m o u n t  by  w h ich  the  m o n e y  su p p ly  m a y  be  ex p an d ed , o r
(7) - ( A v d ) = A E f = A M
U n d e r  the  f r a c t io n a l  r e s e r v e  s y s te m ,  b a n k s  a r e  in d u c e d  to  
ho ld  e x c e s s  r e s e r v e s  in  o r d e r  to  m e e t  c u s t o m e r s '  d e m a n d  f o r  c a s h  
an d  to  av o id  r e s e r v e  d e f i c ie n c ie s  c a u s e d  by  a d v e r s e  c le a r in g  
b a l a n c e s .  H o w ev e r ,  u n d e r  the  100 p e r  c e n t  r e s e r v e  p la n  t h e r e  w ould  
be  no  s i m i l a r  in d u c e m e n t  (with r e g a r d  to  d e m a n d  d e p o s i t s ) ,  s in c e  
e v e r y  d o l la r  of d e m a n d  d e p o s i t s  w ould  be  s e c u r e d  by a d o l l a r  of 
• 'h ig h -p o w e re d  m o n e y .  " T he l o s s  of c a s h  a s s e t s  due to  an  i n c r e a s e  
in  the  p u b l ic 's  d e m a n d  f o r  c u r r e n c y ,  e t c . ,  w ould  le a v e  u n a l t e r e d  th e  
r a t i o  of r e s e r v e s  to  d e m a n d  d e p o s i t s .  T h e r e f o r e ,  u n d e r  100 p e r  c e n t  
r e s e r v e  b a n k in g ,  c o n v e r s io n  of d e m a n d  d e p o s i t s  in to  t im e  d e p o s i t s  
w ou ld  y ie ld  a  d i f f e r e n t  r e s u l t .  S ince  w 2 >  w^ = 0, f r o m  e q u a t io n  (5) 
i t  is  s e e n  th a t  vd 0 , an d  th e  a d d i t io n a l  e a r n in g  a s s e t s  d e m a n d e d  
w ould  be
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(8 ) A e 0 -  C A d z " A d 2 (w2 + R 2 ) I 7  - E d 1 - ( A v d )
^®The s u b s c r i p t  " o "  in d ic a te s  a  100  p e r  c e n t  r e s e r v e  s y s t e m .
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A  c o m p a r i s o n  o f  the  e f fe c ts  of c o n v e r s io n  of d e m a n d  d e ­
p o s i t s  in to  t im e  d e p o s i t s  m a y  b e  m a d e  by s u b t r a c t in g  e q u a t io n  (8 ) 
f r o m  e q u a t io n  (6 ):
(6 ) A E f 3 Z~Ad 2 "  A d 2<w 2 + r 2)D '  E d l + A v d
(8 ) l e s s  A E 0  = d2 -  A d 2 (w2 + ^ z ) D  " E d l -  j v d
(9) A E f -  A E 0  s 2 * v d o r
(10) A M f  -  A M q  s 2* v d
T h a t  i s  to  sa y ,  e q u a t io n  (9) in d ic a te s  th a t  u n d e r  f r a c t io n a l  
r e s e r v e  b an k in g ,  a  g iv en  s h i f t  b y  th e  p u b lic  f r o m  d e m a n d  to  t im e  d e ­
p o s i t s  w i l l  m a k e  p o s s ib l e  a n  e x p a n s io n  of th e  m o n e y  su p p ly  2 A v d 
g r e a t e r  th a n  w ould  be th e  c a s e  u n d e r  100 p e r  c e n t  r e s e r v e  b an k in g .  
S ta te d  d i f f e r e n t ly ,  a  sh i f t  f r o m  d e m a n d  to  t im e  d e p o s i t s  w ould  m a k e  
p o s s ib le  a  A v d i n c r e a s e  in  the  s to c k  of m o n e y  u n d e r  f r a c t io n a l  r e ­
s e r v e  a r r a n g e m e n t s ,  b u t  w ou ld  in d u ce  a A v d  d e c r e a s e  u n d e r  100 p e r  
c e n t  r e s e r v e  r e q u i r e m e n t s .  ?9
T o  a n a ly z e  th e  e f f e c ts  of a  sh i f t  b y  th e  p u b lic  f r o m  t im e  to  
d e m a n d  d e p o s i t s ,  th e  s a m e  te c h n iq u e s  m a y  b e  a p p lie d ,  an d  the  r e ­
s u l t s  w ou ld  b e  th e  o p p o s i te  of th o s e  y ie ld e d  b y  th e  fo re g o in g
^ S i n c e  th is  a n a ly s i s  i s  in te n d e d  to  i s o l a t e  on ly  th e  e f fe c ts  
of c h a n g e s  in  b a n k s 1 d e m a n d  f o r  c a s h  a s s e t s  beyon d  th e  l e g a l  r e q u i r e ­
m e n t s , e q u a t io n  (6 ) d o e s  n o t  ta k e  in to  a c c o u n t  th e  i n c r e a s e  in  a v a i l ­
a b le  r e s e r v e s  (v) th a t  r e s u l t s  f r o m  a  lo w e re d  to ta l  r e q u i r e d  r e s e r v e ,  
s in c e  l e g a l  r e s e r v e  r e q u i r e m e n t s  a r e  h ig h e r  fo r  d e m a n d  d e p o s i t s  
th a n  fo r  t im e  d e p o s i t s .  W hen th is  i s  c o n s id e r e d ,  A E f  w ould  b e  
g r e a t e r .  I t sh o u ld  a l s o  be  n o ted  th a t  E d l  w il l  a lw a y s  e q u a l  0 u n d e r  
100  p e r  c e n t  r e s e r v e  b ank ing .
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d e m o n s t r a t io n .  U n d e r  f r a c t io n a l  r e s e r v e  b an k in g , w ith  wj>W 2 > 0 , 
a  c o n v e r s io n  o f t im e  d e p o s i t s  in to  d e m a n d  d e p o s i t s  w ould  r e s u l t  in  a  
p o s i t iv e  in d ic a t in g  th a t  b a n k s  w ould  r e d u c e  th e i r  h o ld in g s  of 
e a rn in g  a s s e t s  and  thu s  c a u s e  a  c o n t r a c t io n  o f the  m o n e y  su p p ly  by  
A v ^ .  U n d e r  100 p e r  c e n t  r e s e r v e  b a n k in g ,  s in c e  W2 >w^ = 0, a  c o n ­
v e r s i o n  of t im e  d e p o s i t s  in to  d e m a n d  d e p o s i t s  would r e s u l t  in  a  n e g a ­
t iv e  A v ^  in d ic a t in g  th a t  th e  m o n e y  su p p ly  cou ld  be i n c r e a s e d  b y A v ^ .  
U n d e r  100 p e r  c e n t  r e s e r v e  b an k in g , a  sh if t  b y  the  p u b lic  f r o m  t im e  
to  d e m a n d  d e p o s i t s  w ould c a u s e  b a n k s  to  d i s p o s e  of e a rn in g  a s s e t s  
in  o r d e r  to  m e e t  th e  100 p e r  c e n t  r e s e r v e  r e q u i r e m e n t  a g a in s t  d e ­
m a n d  d e p o s i t s ,  b u t  th e  r e d u c t io n  in  t im e  d e p o s i t s  w ould  f r e e  c a s h  
a s s e t s  m a k in g  p o s s ib le  a  p a r t i a l  o f f s e t t in g  a c q u is i t io n  of new  e a rn in g  
a s s e t s .
T h e r e f o r e ,  u n d e r  100 p e r  c e n t  r e s e r v e  b ank ing , th e  fo l lo w ­
ing  r e s u l t s  m ig h t  be  e x p e c te d ,  a s s u m in g  a b o l i t io n  of l e g a l  c e i l in g s  
on the  r a t e  of i n t e r e s t  p a y a b le  on t im e  d e p o s i t s .  D u r in g  c y c l ic a l  
e x p a n s io n s ,  th e  i n c r e a s e d  d e m a n d  fo r  fun ds  w ould  m a k e  i t  p r o f i t a b le  
fo r  b a n k s  to  a t t r a c t  a d d i t io n a l  t im e  d e p o s i t s  b y  o f fe r in g  h ig h e r  i n ­
t e r e s t  r a t e s .  T h is ,  of c o u r s e ,  i s  th e  c u r r e n t  p r a c t i c e  of n o n -b a n k  
f in a n c ia l  i n t e r m e d i a r i e s .  T h e  i n c r e a s e d  h o ld in g s  of t im e  d e p o s i t s  
w ould  r e f l e c t  an  i n c r e a s e d  d e s i r e  b y  th e  p u b l ic  to  s a v e  an d  th e  a d ­
d i t io n a l  a c q u i s i t io n  of a s s e t s  on  th e  p a r t  of b a n k s  w ould  n o t r e s u l t  
in  an  i n c r e a s e  in  the  m o n e y  supp ly . H o w e v e r ,  to  th e  e x te n t  th a t  new
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t im e  d e p o s i t s  w e r e  a c q u i r e d  w ith  d e m a n d  d e p o s i t s  th a t  h a d  t e c h n i ­
c a l ly  b e e n  h o a r d s ,  the  r e s u l t  would b e  an  i n c r e a s e  in  v e lo c i ty .  T h is  
t e n d e n c y  to w a rd  a  c y c l ic a l ly  r i s i n g  v e lo c i ty  w ould  b e  c o u n te r e d  to  
s o m e  e x te n t  by  th e  i n c r e a s e d  d e m a n d  b y  b a n k s  fo r  c a s h  a s s e t s .
U n d e r  c u r r e n t l y  e x is t in g  a r r a n g e m e n t s ,  i n c r e a s e s  in  th e  p u b l i c 's  
h o ld in g s  of t im e  r e l a t i v e  to  d e m a n d  d e p o s i t s  h av e  th e  e ffe c t  of 
lo w e r in g  b a n k s '  d e m a n d  fo r  c a s h  a s s e t s ,  th u s  r e s u l t i n g  in  a  g r e a t e r  
i n c r e a s e  in  m o n e y  su p p ly  th an  w ould  o c c u r  u n d e r  100 p e r  c e n t  r e ­
s e r v e  bank ing .
D u rin g  c y c l ic a l  c o n t r a c t io n s ,  a  d e c l in e  in  v e lo c i ty  m ig h t  
be  e x p e c te d  to  o c c u r  u n d e r  100 p e r  c e n t  r e s e r v e  b ank in g  a s  th e  
su p p ly  of a s s e t s  d e c l in e s  an d  the  b a n k s '  d e m a n d  fo r  c a s h  a s s e t s  i n ­
c r e a s e s .  80 H o w e v e r ,  to  th e  e x te n t  th a t  th e  100 p e r  c e n t  r e s e r v e  
b an k in g  r e s u l t s  in  a  le n g th e n in g  of th e  p r i v a t e  d e b t  s t r u c t u r e ,  th e  
a m o u n t  of a s s e t s  m a tu r in g  d u r in g  a n y  i n t e r v a l  of t im e  would b e  l e s s  
th a n  u n d e r  f r a c t io n a l  r e s e r v e s ,  w h ich  w ould  r e s u l t  in  a  l e s s  r a p id  
d e c l in e  in  v e lo c i ty .  F u r t h e r ,  a s s u m in g  th a t  th e  d e c l in in g  v e lo c i ty  
r e s u l t e d  in  d e c l in in g  p r i c e s ,  th e  i n c r e a s e  in  th e  r e a l  v a lu e  of t im e  
d e p o s i t s  and  d e m a n d  d e p o s i t s  m ig h t  be  e x p e c te d  to  h a v e  s o m e  p o s i ­
t iv e  e f fe c t  on c o n su m p tio n  an d , t h e r e f o r e ,  v e lo c i ty .
8 0 g r u n n e r ,  o p . c i t . , p. 81, s u g g e s te d  th a t  th e  d e m a n d  fo r  
c a s h  a s s e t s  v a r i e s  i n v e r s e l y  w ith  th e  y ie ld  on  banks* l o a n - in v e s tm e n t  
p o r t fo l io .
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In s u m m a r y ,  u n d e r  100 p e r  c e n t  r e s e r v e  b an k ing , th e  lending 
o p e r a t io n s  o f c o m m e r c i a l  b a n k s  w ould  b e  p la c e d  u n d e r  th e  s a m e  c o n ­
d i t io n s  a s  o th e r  f in a n c ia l  i n t e r m e d i a r i e s .  Y et u n d e r  c u r r e n t  i n s t i ­
tu t io n a l  a r r a n g e m e n t s ,  a  sh i f t  f r o m  d e m a n d  to  t im e  d e p o s i t s  (o r  
s a v in g s  an d  lo an  s h a r e s ,  e tc .  ) h a s  th e  e f fe c t  of lo w e r in g  th e  d e m a n d  
f o r  c a s h  a s s e t s  f o r  a l l  i n t e r m e d i a r i e s  ta k e n  a s  a  w ho le , an d  th e  r e ­
su l t  i s  a n  i n c r e a s e  in  v e lo c i ty .  T h e  in s t i tu t io n  of 100 p e r  c e n t  r e ­
s e r v e  b an k in g  w ould  m i t ig a te  t h e s e  e f f e c ts  an d  c o n t r ib u te  to  
s ta b i l i z in g  c y c l ic a l  m o v e m e n ts  in  v e lo c i ty .
100 P e r  C e n t  R e s e r v e  B an k in g  an d  
D i s c r e t i o n a r y  M o n e ta r y  P o l i c y  
T h e  e f fe c ts  of 100 p e r  c e n t  r e s e r v e  b an k in g  th a t  h av e  b e e n  
c o n s id e r e d  cou ld  b e  e x p e c te d  u n d e r  e i th e r  d i s c r e t i o n a r y  p o l ic y  o r  
p o l ic y  a c c o rd in g  to  s o m e  r u l e .  Y et i t  i s  n o t  c l e a r  th a t  d i s c r e t i o n a r y  
p o l ic y  u n d e r  th e  100 p e r  c e n t  r e s e r v e  p la n  w ould  b e  d e s i r a b l e .
P o in t s  in  f a v o r  of 100 p e r  c e n t  r e s e r v e s  in  c o n ju n c t io n  w ith  d i s ­
c r e t i o n a r y  p o l ic y  a r e  a s  fo l lo w s :  F i r s t ,  a s  m e n t io n e d  e a r l i e r ,  m o s t  
of the  f o r c e s  th a t  a u to m a t i c a l ly  m i l i t a t e  a g a in s t  m o n e ta r y  p o l ic y  
w ould  be  e l im in a te d .  S eco n d , the  d iv o r c e  of th e  s to c k  of m o n e y  f r o m  
the v o lu m e  of s h o r t - t e r m  d e b t  w ould  b u i ld  in to  th e  m o n e ta r y  s y s te m  
an  a n t i - d e f l a t i o n a r y  b ia s  th a t  w ould  p o s s ib ly  r e d u c e  th e  n e e d  fo r  d i s ­
c r e t i o n a r y  p o l ic y  d e c i s io n s  in  r e s p o n s e  to  d e f l a t i o n a r y  m o v e m e n ts .  
U n der  c u r r e n t  i n s t i tu t io n a l  a r r a n g e m e n t s ,  a  d e c l in e  in  th e  g e n e r a l
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l e v e l  of e c o n o m ic  a c t iv i ty ,  an d  th e  a s s o c i a t e d  r e d u c t io n  of th e  m o n e y  
s to c k  c a u s e d  b y  r e d u c t io n  of p r i v a t e  d e b t ,  w ould  in d ic a te  th e  n e e d  
fo r  an  e x p a n s io n a ry  m o n e t a r y  p o l ic y ,  i. e. , o p en  m a r k e t  p u r c h a s e s ,  
e tc .  T h e  e f f ic a c y  of su c h  a c t io n s  w ould  be  l im i te d  b y  (1) th e  lag  b e ­
tw e e n  th e  b e g in n in g  o f th e  d o w n tu rn  an d  th e  r e c o g n i t io n  th a t  e x p a n ­
s io n a r y  p o l ic y  a c t io n s  w e r e  in d ic a te d ,  (2 ) th e  lag  b e tw e e n  r e c o g n i t io n  
an d  th e  im p le m e n ta t io n  of p o l ic y ,  a n d  (3) th e  lag  b e tw e e n  th e  i m p l e ­
m e n ta t io n  of p o l ic y  an d  i t s  e f f e c ts .  U n d e r  100 p e r  c e n t  r e s e r v e  
b a n k in g ,  th e  f i r s t  tw o of t h e s e  l a g s  w ould  n o t  e x is t .  S in c e  no d e c l in e  
in  th e  s to c k  of m o n e y  w ould  o c c u r  ( i .  e .  , d e f la t io n  co u ld  r e s u l t  o n ly  
f r o m  a d e c l in e  in  v e lo c i ty ) ,  th e  d i s c r e t i o n a r y  a u th o r i ty  w ould , in  a  
s e n s e ,  b e  " ta k in g  a c t io n "  b e fo r e  i t  ev en  b e c a m e  o b v io u s  th a t  a  
p r o b le m  r e q u i r i n g  a t t e n t io n  e x is te d .  If i t  i s  a s s u m e d  th a t ,  r e g a r d ­
l e s s  of th e  in s t i tu t io n a l  a r r a n g e m e n t s ,  the  t a s k  of the  m o n e t a r y  a u ­
t h o r i t y  i s  to  c o u n te r a c t  in f la t io n a r y  and  d e f l a t i o n a r y  m o v e m e n ts  in  
th e  e co n o m y , th e n  th e  t a s k  of th e  m o n e t a r y  a u th o r i ty  w ould  b e  to  a  
l a r g e  e x te n t  p e r f o r m e d  a u to m a t i c a l l y  u n d e r  th e  100 p e r  c e n t  r e s e r v e  
p la n .  W hile  s e v e r e  d e f l a t io n a r y  m o v e m e n ts  m ig h t  e v e n tu a l ly  r e q u i r e  
p o s i t iv e  e x p a n s io n a r y  a c t io n ,  th e  l ik e l ih o o d  w ould  b e  r e d u c e d  b y  th e  
" a u to m a t i c "  e x p a n s io n a r y  po licy*^  th a t  w ould  h a v e  in i t i a l ly  o c c u r r e d .
S lH old ing  th e  s to c k  o f  m o n e y  c o n s ta n t  i s  h e r e  d e e m e d  " e x ­
p a n s io n a r y "  r e l a t i v e  to  a  d e c l in e  th a t  cou ld  p o s s ib ly  o c c u r  u n d e r  th e  
f r a c t io n a l  r e s e r v e  s y s t e m  b e f o r e  p o l ic y  a c t io n  w as  in i t i a t e d .  F u r ­
t h e r m o r e ,  h o ld in g  th e  m o n e y  s to c k  c o n s ta n t  d u r in g  a  p e r io d  of d e ­
c l in in g  p r i c e s  m a y  b e  c o n s id e r e d  e x p a n s io n a r y  in  a n  a b s o lu te  s e n s e .
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T h is  l in e  of r e a s o n in g  le a d s  to th e  c o n c lu s io n  th a t  100 p e r  c e n t  r e ­
s e r v e  b an k ing , even  in  c o n ju n c tio n  w ith  m o n e ta r y  p o l ic y  b y  d i s ­
c r e t i o n a r y  a u th o r i t i e s ,  w ould  r e d u c e  th e  d a n g e r s  of "b ad "  m o n e ta r y  
p o l ic y  f e a r e d  b y  S im o n s ,  F r i e d m a n ,  e t  a l .  , s in c e  th e  o c c a s io n s  th a t  
in v i te  " t in k e r in g "  w ith  th e  m o n e y  su p p ly  w ould b e  re d u c e d .  M o r e ­
o v e r ,  u n d e r  th e s e  c o n d it io n s  no p o l ic y  a c t io n  w ould  in  f a c t  b e  p o l ic y  
in  the  r ig h t  d i r e c t io n ,  though not n e c e s s a r i l y  of the  p r o p e r  m a g n i ­
tu d e .
T h e  s a m e  l in e  of r e a s o n in g ,  h o w e v e r ,  d o e s  no t n e c e s s a r i l y  
y ie ld  the  s a m e  c o n c lu s io n s  when a n t i - in f l a t i o n a r y  p o l ic y  i s  c o n ­
s id e r e d .  T h e  s to c k  o f m o n ey  could  no t i n c r e a s e  in  r e s p o n s e  to 
b u s in e s s  c o n d it io n s  u n d e r  the  100 p e r  c e n t  p lan ,  a n d  "do ing  no th in g "  
would be  a  "p o l ic y  a c t io n "  in  th e  r ig h t  d i r e c t io n ,  b u t  i t  cou ld  w e l l  be 
an  in a d e q u a te  p o l ic y ,  s in c e  in f la t io n  r e s u l t s  n o t  on ly  f ro m  i n c r e a s e s  
in  th e  s to c k  of m o n e y ,  bu t f r o m  r i s i n g  v e lo c i ty  a s  w e ll .  U nd er
8 2 p o r  e x a m p le ,  th e  r e s u l t s  of th e  " b a d "  p o l ic y  a c t io n s  
w h ich  F r i e d m a n  a c c u s e d  the  F e d e r a l  R e s e r v e  B o a r d  of c o m m it t in g  
d u r in g  1 9 2 9 -1 9 3 2 -- i .  e. , a  d e c l in e  of th e  s to c k  of m o n e y  by  o n e - t h i r d - -  
cou ld  no t h av e  o c c u r r e d  u n le s s  th e  B o a rd  had  u n d e r t a k e n  p o s i t iv e  
a c t io n  to c a u s e  th e m  to  happen . It a p p e a r s  r e a s o n a b l e  to  a s s u m e  th a t  
no g ro u p  of m e n  w ould  h a v e  ta k e n  su ch  a c t io n .  T h is  c o n c lu s io n  i s  
b a s e d  on  the  a s s u m p t io n  th a t  th e  B o a rd  a l lo w e d  the  s to c k  of m o n e y  to  
fa l l ,  i .  e. , th a t  th e y  c o m m it te d  a  " s in  of o m is s io n .  " A  l ik e  d e c l in e  in  
th e  s to c k  of m o n e y  u n d e r  100 p e r  c e n t  r e s e r v e  b an k in g  w ould  h a v e  r e ­
q u i r e d  a  " s i n  o f c o m m is s io n .  "
S ^ F o r  e x a m p le ,  s e e  R ic h a r d  S e ld e n 's  a n a ly s i s  of th e  p e r io d  
1955-1957, w hich  a t t r ib u t e d  to  in c r e a s in g  v e lo c i ty  the  g r e a t e r  p a r t  of 
the  p r i c e  i n c r e a s e s .  D u r in g  th i s  p e r io d  r e a l  G r o s s  N a t io n a l  P r o d u c t
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c o n d it io n s  o f in f la t io n ,  r e g a r d l e s s  o f  i t s  c a u s e ,  th e  m o n e t a r y  a u ­
t h o r i t y  w ould  p ro b a b ly  ta k e  c o r r e c t i v e  a c t io n .  Such  a c t io n  u n d e r  100 
p e r  c e n t  r e s e r v e  b an k in g  w ou ld  b e  d i r e c t  an d  c e r t a i n  in  i t s  im p a c t .  
T h e  s to c k  o f  m o n e y  w ould  b e  r e d u c e d  by  one  d o l la r  fo r  e v e r y  d o l la r  
of g o v e r n m e n t  s e c u r i t i e s  so ld  b y  th e  F e d e r a l  R e s e r v e .  Y et th e  
d a n g e r s  of o v e r - c o r r e c t i o n  w ou ld  b e  f a r  g r e a t e r  u n d e r  100 p e r  c e n t  
r e s e r v e  b a n k in g  th a n  u n d e r  th e  e x is t in g  s y s te m .
O ne c h a r a c t e r i s t i c  of f r a c t i o n a l  r e s e r v e  b ank in g  m a k e s  i t  
e s p e c i a l l y  c o m p a t ib le  w ith  d i s c r e t i o n a r y  p o l ic y ,  i .  e. , th e  s y s te m  
c o n ta in s  m e c h a n i s m s  th a t  m a k e  p o s s ib l e  t e m p o r a r y  a v o id a n c e  of 
p o l ic y  a c t io n s .  F o r  e x a m p le ,  c o n t r a c t i o n a r y  o p en  m a r k e t  s a l e s  o r  
i n c r e a s e s  in  th e  r e q u i r e d  r e s e r v e  r a t i o  c a n  be  o f f s e t  t e m p o r a r i l y  by  
i n c r e a s e d  d is c o u n t in g .  U n d e r  th e  v a r i a n t  of the  100 p e r  c e n t  r e s e r v e
r o s e  b y  12 .1  p e r  c e n t ,  a n d  th e  s to c k  of m o n e y  p e r  u n i t  of o u tp u t  f e l l  
by  3. 5 p e r  c e n t ,  w h ile  v e lo c i ty  i n c r e a s e d  by  10. 4 p e r  c en t ,  S e ld en ,  
" C o s t - P u s h  V e r s u s  D e m a n d - P u l l  In f la t io n ,  1955-57 , " J o u r n a l  of 
P o l i t i c a l  E c o n o m y ,  L.XVII ( F e b r u a r y ,  1959), 1-20, e s p e c i a l l y  pp . 2 -7 .
84A c a s e  m a y  b e  m a d e  th a t  o th e r  a s p e c t s  o f th e  g e n e r a l  r e ­
f o r m  s c h e m e  (of w h ich  100 p e r  c e n t  r e s e r v e s  i s  b u t  a  p a r t )  w ould  have 
a  s ta b i l i z in g  e f f e c t  on v e lo c i ty .  F o r  e x a m p le ,  i f  g o v e rn m e n t  d e f i c i t s  
w e r e  f in a n c e d  b y  d i r e c t  s a l e  o f s e c u r i t i e s  by  th e  T r e a s u r y  to  the  
F e d e r a l  R e s e r v e ,  the  v o lu m e  of s h o r t - t e r m  g o v e rn m e n t  d e b t  h e ld  by  
th e  p u b l ic  w ou ld  v e r y  s h o r t l y  b e  r e d u c e d  to  z e r o .  S h o r t - t e r m  
T r e a s u r y  o b l ig a t io n s ,  in  t h e i r  c a p a c i ty  a s  m o n e y  s u b s t i t u t e s ,  r e l e a s e  
c a s h  b a la n c e s  (h e ld  fo r  o th e r  th a n  t r a n s a c t i o n s  p u r p o s e s )  a n d  s e r v e  
to  i n c r e a s e  v e lo c i ty ,  e s p e c i a l l y  d u r in g  e x p a n s io n a r y  p e r io d s .  T h e r e ­
f o r e ,  th e  e l im in a t io n  of s h o r t - t e r m  T r e a s u r y  o b l ig a t io n s  w ould  m a k e  
v e lo c i ty  l e s s  v o la t i l e ,  an d  th e  s e l f - c o r r e c t i v e  f e a t u r e s  of 100  p e r  c e n t  
r e s e r v e  b a n k in g  w ould  b e  m o r e  e f f e c t iv e ,  r e d u c in g  th e  o c c a s io n s  
w hen  p o s i t iv e  p o l ic y  a c t io n s  w ou ld  b e  r e q u i r e d  in  r e s p o n s e  to  i n ­
f la t io n .
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p la n  th a t  w ould  a b o l i s h  d is c o u n t in g ,  th e  e f f e c t  o f  p o l ic y  a c t i o n s - -  
e s p e c i a l l y  c o n t r a c t i o n a r y  p o l ic y  a c t io n s - - w o u ld  be  im m e d ia te  and  
p e r h a p s  h a r m f u l  i f  c a r r i e d  ou t  too  v ig o r o u s ly .  T h e s e  d a n g e r s  a r e  
i n c r e a s e d  if  th e  F r i e d m a n  la g  h y p o th e s is  i s  c o n s id e r e d  v a l id .  T he  
nub o f th i s  a r g u m e n t  i s  th a t  100 p e r  c e n t  r e s e r v e  b an k in g  would, 
p e r h a p s ,  m a k e  m o n e ta r y  p o l ic y  too p o w e r fu l  to b e  e n t r u s te d  to  any  
in d e p e n d e n t  a u th o r i ty .
T h e r e f o r e ,  in  a l l  p r o b a b i l i ty ,  th o se  who a r g u e d  m o s t  p e r ­
s u a s iv e ly  fo r  100 p e r  c e n t  r e s e r v e  b an k in g  w ould  h a v e  a r g u e d  w ith  
e q u a l  p e r s u a s i o n  a g a in s t  im p le m e n ta t io n  of th e  p la n  u n d e r  d i s ­
c r e t i o n a r y  a u th o r i t i e s .  W hile  the  100 p e r  c e n t  r e s e r v e  p lan  m ig h t  
m in im iz e  th e  p o s s ib i l i ty  of e r r o r s  a s s o c i a t e d  w ith  d e f la t io n a ry  
p e r io d s ,  i t  would a p p e a r  to  m a g n ify  th e  d a n g e r  of e r r o r s  a s s o c i a t e d  
w ith  i n f la t io n a r y  p e r io d s .  T h a t  th e  p o s i t iv e  a s p e c t  w ould  c o m p e n s a te  
f o r  th e  n e g a t iv e  i s  n o t  c e r t a i n .  A nd though  th e  p la n  b y  i t s  v e r y  
n a tu r e  w ould  te n d  to w a rd  " a u to m a t i c i ty ,  " th e  f a c t  th a t  i t  would be  
s u b je c t  to  th e  m a n ip u la t io n s  of d i s c r e t i o n a r y  a u th o r i t i e s ,  c o m b in ed  
w ith  th e  a b s e n c e  of ’’sh o c k  a b s o r b e r s "  of th e  f r a c t io n a l  r e s e r v e
® ^ C o n s id e red  d i f f e r e n t ly ,  th i s  a r g u m e n t  m ig h t  b e  t u r n e d  in  
f a v o r  of 100 p e r  c e n t  r e s e r v e s .  If  100 p e r  c e n t  r e s e r v e  b ank in g  m a d e  
m o n e t a r y  p o l ic y  too  p o w e r fu l  to  u s e  d u r in g  p e r io d s  of e x p an s io n ,  and 
i f  th e  m o n e t a r y  a u th o r i ty  a c t e d  a c c o rd in g ly ,  th e n  p r o b a b ly  o n ly  v e r y  
m i ld ,  if  any , c o n t r a c t io n s  of th e  m o n e y  su p p ly  w ould  o c c u r .  T he  
r e s u l t s  w ould  b e  a  l e s s e n in g  of th e  p o s s ib i l i ty  th a t  t ig h t  m o n e y  would 
be  e m p lo y e d  a f t e r  a  c y c l i c a l  p e a k  h a d  b e e n  r e a c h e d .
2 0 3
s y s te m ,  p o in ts  to w a rd  a  t e n ta t iv e  c o n c lu s io n  th a t  m o n e t a r y  p o l ic y  
by  d i s c r e t i o n a r y  a u th o r i t i e s  an d  100 p e r  c e n t  r e s e r v e  b an k in g  a r e  
m u tu a l ly  e x c lu s iv e .
CHAPTER V n
SUMMARY AND CONCLUSIONS
T h e  tw e n t ie th  c e n tu r y  d e v e lo p m e n t  of the  th e o r y  of 100 p e r  
c e n t  r e s e r v e  ban k ing  w a s  s t im u la te d  b y  p e r io d s  of m o n e ta r y  c r i s i s  
an d  c a r r i e d  ou t by e c o n o m is ts  who w e re  a d h e r e n t s  to  m o n e ta r y  
th e o r i e s  of the  b u s in e s s  c y c le .  W hile  th o s e  who a d v o c a te d  the  p la n  
p r i o r  to  the  I 9 3 0 's - - J o h n  R . C u m m in g s ,  W il l is  B ro o k s ,  and  
F r e d e r i c k  S o d d y - - w e r e  n o t  n o ted  e c o n o m is ts ,  s in c e  1930, the  p lan  
h a s  b e e n  t r e a t e d  by m o r e  c o m p e te n t  e c o n o m i s t s - - F i s h e r , S im o n s ,  
M in ts ,  F r i e d m a n ,  e t  aL  H is to r i c a l ly ,  th e  p la n  h a s  b e e n  a  p la n k  in  
th e  p la t f o r m  of a d e f in i te ly  m in o r i ty  p a r t y  of s c h o la r s ,  and  in  th e  
v ie w  of so m e ,  th e  p lan  w as  c o n s id e r e d  the  r a n t in g s  o f a  lu n a t ic  
f r in g e .
In t e r m s  of a c a d e m ic  an d  p u b l ic  p o p u la r i ty ,  th e  p la n  r e a c h e d  
i t s  a p o g ee  d u r in g  the  d e p th s  of th e  G r e a t  D e p r e s s io n .  T o  th e  p u b lic ,  
th e  p la n  o f f e re d  i n s u r a n c e  a g a in s t  a  r e c u r r e n c e  of the  bank ing  c o l ­
l a p s e  of 1930-1933. M o r e o v e r ,  i t  o f fe re d  a s  la g n ia p p e  a p a in le s s  w ay  
to  p a y  off th e  p u b lic  d eb t. To e c o n o m is ts ,  the  p lan  r e p r e s e n t e d  
e v e ry th in g  f ro m  p a n a c e a  to  P a n d o r a ' s  box. B e tw een  th e s e  two p o le s
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of o p in io n  t h e r e  e m e r g e d  so m e  m e a n in g fu l  in s ig h t s  in to  th e  d e f e c t s  
of the  m o n e ta r y  m e c h a n i s m  e x ta n t .  M any  of the  c l a im s  of one of 
th e  p l a n 's  m o s t  a r d e n t  a d v o c a te s ,  I rv in g  F i s h e r ,  w e r e  u n a b le  to  
s ta n d  b e f o r e  r i g o r o u s  e x a m in a t io n .  E c o n o m is t s  su c h  a s  J a m e s  
A n g e l l ,  F r i t z  L e h m a n ,  A l b e r t  G. H a r t ,  an d  R o l l in  G. T h o m a s ,  
a m o n g  o t h e r s ,  d e m o n s t r a t e d  th a t  im p le m e n ta t io n  of th e  p la n  w ould  
n o t  in  a n y  m e a n in g fu l  s e n s e  r e s u l t  in  e l im in a t io n  of the  n a t io n a l  
d e b t,  n o r  w ould  i t  n e c e s s a r i l y  p r e v e n t  in f la t io n  an d  d e p r e s s io n .  
F u r t h e r m o r e ,  a s  the  c r i t i c s  p o in te d  out, the  p la n  w ould  c r e a t e  new  
p r o b l e m s ,  p a r t i c u l a r l y  in  i t s  e f f e c t  on b a n k  e a r n in g s .
W hile  m a n y  of the  p l a n 's  a l l e g e d  a d v a n ta g e s  w e r e  i l l u s o r y ,  
m a n y  of the  c r i t i c i s m s  o f  i t  d u r in g  th e  1930 's  w e r e  t e c h n ic a l  r a t h e r  
th a n  fu n d a m e n ta l .  F o r  e x a m p le ,  s e v e r a l  t r a n s i t i o n a l  m e th o d s  w e r e  
d e v is e d  to  o v e rc o m e  the  s h o r t c o m in g s  of th e  m e th o d s  s u g g e s te d  by 
S im o n s  an d  F i s h e r .  T h e  u l t im a te  c o n t r ib u t io n s  of 100 p e r  c e n t  r e ­
s e r v e  b an k in g ,  in  th e  v ie w  of i t s  a u th o r s ,  w e r e  i t s  o v e rc o m in g  of 
th e  " h i s t o r i c a l  a c c id e n t "  th a t  t ie d  th e  s to c k  of m o n e y  to  th e  v o lu m e  
of s h o r t - t e r m  d e b t ,  i t s  p u r p o r t e d  im p a c t  on  the  p r i v a t e  d e b t  s t r u c ­
t u r e ,  a n d ,  a s  B e n ja m in  H ig g in s  p o in te d  ou t, i t s  i n s u r in g  a c l o s e r  
r e l a t i o n s h i p  b e tw e e n  in v e s tm e n t  a n d  sa v in g .  O f e q u a l  i m p o r t a n c e ,  
in  the  h i s t o r y  of m o n e t a r y  e c o n o m ic s ,  w as  th e  g e n e r a l  a r e a  of r e ­
f o r m  w ith  w h ic h  th e  p la n  w a s  a s s o c i a t e d - - m o n e t a r y  p o l ic y  b a s e d  on  
so m e  r u l e  o th e r  th a n  th e  r u l e  of i n t e r n a t io n a l  gold  s t a n d a r d .
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T h oug h  th e s e  i s s u e s  m a y  h a v e  b e e n  d e s e r v in g  of m o r e  
s e r i o u s  c o n s id e r a t io n ,  the  a m o u n t  o f a t te n t io n  d e v o te d  to  th e m  d e ­
c l in e d  in  th e  l a t e  1930 's ; th i s  d e c l in e  w a s  p ro b a b ly  due to  th e  
d r a m a t i c  c o u r s e  of e v e n ts  a f t e r  1933. T h e  p r o b le m  of b a n k  f a i l u r e s  
d im in is h e d  an d  w a s ,  by  1937, r e p l a c e d  by th e  p r o b le m  of e x c e s s iv e  
r e s e r v e s ,  in  the  v iew  of p o l i c y - m a k e r s .  T h e  c o m in g  of W o rld  W a r  II 
c o m p le te ly  a b s o r b e d  th e  p r o b le m  of u n e m p lo y m e n t  an d  d e f la t io n ,  and  
b y  th e  e a r l y  1940 's  th e  e c o n o m ic  p r o b le m  of the  d a y  b e c a m e  in ­
f l a t io n a r y  p r e s s u r e s .  A nd  p e r h a p s  th e  100 p e r  c e n t  r e s e r v e  p la n  
a t t r a c t e d  no m o r e  a t t e n t io n  th an  i t  d id  d u r in g  th e  1930 's  b e c a u s e  i t  
f lew  in  th e  fa c e  of a p p r o x im a te ly  400 y e a r s  of f i r m l y  ro o te d  b an k in g  
t r a d i t io n .  W ith  the  m a g n i tu d e  of the  e c o n o m ic  p r o b le m s  d e m a n d in g  
a t te n t io n ,  p e r h a p s  m a n y  e c o n o m is ts  f e l t  t h a t  i t  w ould be u s e l e s s  to 
d e v o te  t im e  an d  e n e r g y  to  a  r e f o r m  s c h e m e  th a t ,  r e g a r d l e s s  of a n y  
m e r i t s  i t  p o s s e s s e d ,  w a s  a p p a r e n t ly  a  p o l i t i c a l  im p o s s ib i l i ty .
T h e  c a s e  fo r  r u l e s  v i s - a - v i s  a u th o r i t i e s  an d  th e  c a s e  fo r  
100 p e r  c e n t  r e s e r v e  b a n k in g  r e m a i n  to d a y  th e  c a u s e s  of a  m in o r i t y  
p a r ty .  Yet, u n l ik e  the  1930 's ,  th e  c a s e  h a s  b e e n  s u b s ta n t ia t e d  by  a  
n u m b e r  of e m p i r i c a l  in v e s t ig a t io n s  w h ich  h a v e  th ro w n  c o n s id e r a b le  
l ig h t  on th e  d e f e c t s  of d i s c r e t i o n a r y  m o n e ta r y  p o lic y .  T he  w o r k s  of 
F r i e d m a n  a n d  W a rb u r to n ,  to  n a m e  b u t  tw o , a r e  s ig n i f ic a n t  in  th i s  
r e s p e c t .  H o w ev e r ,  the  a d v o c a te s  of p o l ic y  by  r u l e s  a r e  of d iv id e d  
op in ion  a b o u t  th e  d e s i r a b i l i t y  of 100 p e r  c e n t  r e s e r v e  b an k in g .
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E v en  though  100 p e r  c e n t  r e s e r v e  b an k in g  m a y  n o t  be  a  
n e c e s s a r y  p r e r e q u i s i t e  fo r  m o n e ta r y  p o l ic y  b y  r u l e s ,  th e  e x a m in a t io n  
of th e  i s s u e s  c a r r i e d  out in  th is  t h e s i s  p o in ts  to w a rd  th e  c o n c lu s io n  
th a t  100 p e r  c e n t  r e s e r v e  b an k in g  w ould c o n t r ib u te  to  th e  e f f e c t iv e ­
n e s s  o f a  p o l ic y  b y  r u l e s  b y  (1) p r e v e n t in g  c h a n g e s  in  th e  l e v e l  of 
e c o n o m ic  a c t iv i ty  f r o m  c a u s in g  c h a n g e s  in  th e  s to c k  of m o n e y ,  and
(2) c a u s in g  c e r t a i n  c h a n g e s  in  b an k  a s s e t  p r e f e r e n c e s .  E v e n  though  
c y c l ic a l  f lu c tu a t io n s  in  the  d e m a n d  fo r  lo a n s  and  th e  l iq u id i ty  p r e f e r ­
e n c e s  of s o c ie ty  would c o n tin u e  to  c a u s e  v a r i a t i o n s  in  v e lo c i ty ,  the 
s to c k  of m o n e y  w ould  r e m a i n  u n c h an g e d  (e x c e p t  in  th e  c a s e  of a  
p o l ic y  of s ta b le  m o n e ta r y  g ro w th ) ,  th u s  a u to m a t i c a l ly  g e n e ra t in g  
c o r r e c t i v e  f o r c e s .  F o r  e x a m p le ,  a  c y c l ic a l  d o w n tu rn  ( r e s u l t i n g  
f r o m  n o n - m o n e ta r y  c a u s e s )  cou ld  b e  e x p e c te d  to  b e  a s s o c i a t e d  w ith  
a  d e c l in e  in  v e lo c i ty  th ro u g h  a  d e c l in e  in  th e  v o lu m e  of lo a n s  d e ­
m a n d e d  and  a n  i n c r e a s e  in  l iq u id i ty  p r e f e r e n c e  by  l e n d e r s .  H ow ­
e v e r ,  s in c e  th e  s to c k  of m o n ey  w ould  r e m a i n  u n c h an g e d , th e  r e a l  
s to c k  of m o n e y  (n o m in a l  m o n e y / p r i c e  le v e l)  w ould i n c r e a s e .  I n ­
f l a t io n a r y  t e n d e n c ie s  a s s o c i a t e d  w ith  e x p a n s io n a r y  p e r i o d s  w ould  
b e  c o u n te r a c te d  in  a  l ik e  f a s h io n .  A  r i s e  in  p r i c e s  a s s o c i a t e d  w ith  
a n  i n c r e a s e  in  v e lo c i ty  w ould  r e s u l t  in  a  d e c l in e  in  r e a l  m o n e y  
b a la n c e s ,  th u s  d i s c o u r a g in g  c o n su m p tio n .
T he  e f fe c t  o f 100 p e r  c e n t  r e s e r v e  b ank in g  on b a n k  a s s e t  
p r e f e r e n c e s  m ig h t  a l s o  be e x p e c te d  to p r o m o te  s ta b i l i ty .  S tu d ie s
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of b a n k  a s s e t  p r e f e r e n c e s  th a t  h a v e  b e e n  e x a m in e d  in  th is  t h e s i s  
in d ic a te  th a t  the  l iq u id i ty  n e e d s  a s s o c i a t e d  w ith  d e m a n d  d e p o s i t  
l i a b i l i t i e s  in f lu e n c e ,  in  a p o s i t iv e  fa sh io n ,  b a n k s '  d e m a n d  fo r  c a s h  
a s s e t s  a n d  h ig h ly  l iq u id  s e c u r i t i e s .  A s  th e  r a t i o  of d e m a n d  d e p o s i t s  
to  to ta l  d e p o s i t s  d e c r e a s e s ,  b a n k s  te n d  to  a c q u i r e  lo n g e r  t e r m  
a s s e t s ,  a s  w e ll  a s  m o r e  r i s k y  s h o r t - t e r m  a s s e t s .  It w ou ld  fo llow  
th a t ,  b y  r e m o v in g  l iq u id i ty  c o n s id e r a t io n s  a s s o c i a t e d  w ith  d e m a n d  
d e p o s i t s ,  100 p e r  c e n t  r e s e r v e  b ank in g  w ould  in d u c e  a  le n g th e n in g  of 
th e  p r i v a t e  d e b t  s t r u c t u r e .  A s  th e  a v e r a g e  m a t u r i t y  of p r i v a t e  d e b t  
i n c r e a s e d ,  th e  a m o u n t  m a tu r in g  a t  an y  p o in t  in  t im e  w ould  l ik e w is e  
be r e d u c e d .  A s  S im o n s  an d  F i s h e r  p o in te d  ou t, th e  a n t i - c y c l i c a l  
e f fe c ts  of th i s  w ould  be  to  r e d u c e  th e  a d v e r s e  e f f e c t s  on b u s in e s s  
of a su d d e n  w i th d ra w a l  of c a p i ta l .
D u r in g  c y c l ic a l  e x p a n s io n s  th e  100 p e r  c e n t  r e s e r v e  s y s te m  
w ould  no t, of c o u r s e ,  p r e v e n t  th e  e x p a n s io n  of lo a n s ,  bu t  th e  e x ­
p a n s io n  of lo a n s  w ould  n o t  r e s u l t  in  an  i n c r e a s e  in  d e m a n d  d e p o s i t s  
h e ld  b y  th e  p u b l ic .  T he  e x p a n s io n  o f lo a n s  and  in v e s tm e n t  w ould  be 
l im i te d  b y  th e  w i l l in g n e s s  of th e  p u b lic  to  fo re g o  c u r r e n t  c o n su m p tio n .  
T h e s e  d e c i s io n s  to  s a v e  would b e  im p le m e n te d  b y  d i r e c t  a c q u i s i t io n  
of a s s e t s  f r o m  u l t im a te  b o r r o w e r s  o r  i n d i r e c t l y  th ro u g h  f in a n c ia l  
i n t e r m e d i a r i e s .
T h e  e f fe c ts  of a n  i n c r e a s e d  d e s i r e  by the  p u b lic  to  ho ld  
n o n -d e m a n d  l i a b i l i t i e s - - t i m e  d e p o s i t s ,  s a v in g s  an d  lo an  s h a r e s ,
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e tc .  - - c a u s e s ,  u n d e r  e x is t in g  a r r a n g e m e n t s ,  a  d e c l in e  in  the  d e m a n d  
fo r  c a s h  a s s e t s  by  f in a n c ia l  i n t e r m e d i a r i e s  (bank  and  no n -b an k )  in  
the  a g g re g a te .  T h e  r e s u l t  i s  an  i n c r e a s e d  w i l l in g n e s s  to  a c q u i r e  
a s s e t s  an d  an  i n c r e a s e  in  v e lo c i ty .  H o w ev e r ,  th e  a n a ly s i s  in  
C h a p te r  VI p o in ts  to the  c o n c lu s io n  th a t ,  u n d e r  100 p e r  c e n t  r e s e r v e  
b an k in g , th e  te n d e n c y  to w a rd  i n c r e a s e d  v e lo c i ty  would be  m i t ig a te d  
to  so m e  e x te n t ,  b e c a u s e  a sh if t  f ro m  d e m a n d  d e p o s i t s  to  n o n - d e m a n d  
in s t r u m e n t s  w ould r e s u l t  in  an  i n c r e a s e d  d e m a n d  by  f in a n c ia l  i n t e r ­
m e d i a r i e s  (bank  and  n o n -b a n k ) ,  in  the  a g g re g a te ,  fo r  c a s h  a s s e t s .
E v e n  though  100 p e r  c e n t  r e s e r v e  bank ing  m ig h t  c o n tr ib u te  
to  m o n e ta r y  s ta b i l i ty ,  th e  f in a l  i s s u e  c e n t e r s  a ro u n d  th e  s o c ia l  
b e n e f i t s  o f the  p lan  r e l a t i v e  to  i t s  s o c ia l  c o s t s .  T h is  i s s u e  w as 
v i r tu a l l y  ig n o re d  by  the a d v o c a te s  o f th e  p la n  d u r in g  th e  1930 's .
F i s h e r  im p l ie d  th a t  th e  p la n  w ould  h av e  no a d v e r s e  e f fe c ts  on the  
e x is t in g  f in a n c ia l  in s t i tu t io n s .  Y et c r i t i c s  p o in ted  out th a t  the  
p l a n 's  e s t a b l i s h m e n t  w ould e x a c t  c e r t a i n  s o c ia l  c o s t s .  M e a s u r in g  
th e s e  c o s t s  would be  d if f ic u l t ,  b u t  they  w ould  be  f e l t  a s  t r a d i t i o n a l  
m e a n s  of c a r r y i n g  out t r a n s a c t i o n s  w e r e  a l t e r e d .  S o c ia l  c o s ts  would 
be  a t  a  m a x im u m  if, to  tak e  an  e x t r e m e  e x a m p le ,  100 p e r  c e n t  r e ­
s e r v e  b ank in g  w e r e  in s t i tu te d  in  a  f a sh io n  th a t  r e s u l t e d  in  a n  a b r u p t  
d e p r iv a t io n  of s h o r t - t e r m  funds an d  a t  the  s a m e  t im e  m a d e  the  c o s t  
of m ak in g  p a y m e n ts  by  c h e c k  e c o n o m ic a l ly  p ro h ib i t iv e .  T h e  s o c ia l  
c o s ts  would be  m in im iz e d  if  i t s  e f fe c ts  c a m e  g ra d u a l ly ,  to a llo w
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s u f f ic ie n t  t im e  f o r  th e  p u b l ic  to  m a k e  n e c e s s a r y  a d ju s tm e n t s ,  and  i f  
i t  d id  no t a f f e c t  th e  c o s t  of th e  t r a d i t i o n a l  p a y m e n t  m e c h a n i s m .  
F u r t h e r m o r e ,  th e  p s y c h o lo g ic a l  im p a c t  of the  p la n  w ould  p ro b a b ly  
b e  m in im iz e d  i f  th e  e x is t in g  ( s u p e r f ic i a l )  s t r u c t u r e  of th e  c o m m e r ­
c ia l  b an k in g  s y s te m  w e r e  n o t a l t e r e d  d r a s t i c a l l y .
T h u s  i t  a p p e a r s  th a t  th e  s o c i a l  c o s t s  a s s o c i a t e d  w ith  s u c h  a 
b a s i c  in s t i t u t io n a l  r e f o r m  w ould  be  m in im iz e d  if  th e  t r a n s i t i o n  
o c c u r r e d  s lo w ly ,  w ith  r e s e r v e  r e q u i r e m e n t s  b e in g  r a i s e d  in  a  s e r i e s  
of s t e p s  a c c o rd in g  to  an  a n n o u n c e d  t im e ta b le ,  a s  F r i e d m a n  s u g g e s te d ,  
o r  b y  the  F e d e r a l  R e s e r v e ' s  su p p ly in g  th e  r e s e r v e s  in  e x c h a n g e  f o r  a  
l o n g - t e r m  i n t e r e s t - f r e e  l ie n ,  a s  A n g e l l  s u g g e s te d .  T h is  w ould  r e s u l t  
in  a  g r a d u a l  r a t h e r  th a n  an  a b r u p t  c h a n g e  in  b a n k s '  e a r n in g  a s s e t  
p o r t f o l io s .  T h e  p a y m e n t  of i n t e r e s t  b y  th e  F e d e r a l  R e s e r v e  on  c o m ­
m e r c i a l  b a n k  r e s e r v e s  w ould  r e m o v e  u p w a r d  p r e s s u r e s  on the  c o s t  
to  the  p u b l ic  of m a in ta in in g  d e m a n d  d e p o s i t  a c c o u n ts  an d  th u s  a v o id  
a l t e r i n g  th e  t r a d i t i o n a l  m e a n s  by  w h ic h  th e  t r a n s a c t i o n s  a r e  m a d e .
If th e  100 p e r  c e n t  r e s e r v e  p la n  w e r e  im p le m e n te d  in  th i s  f a s h io n ,  
i t s  u l t im a te  g o a ls  co u ld  b e  a t t a in e d  w ith  a m in im u m  of a d v e r s e  e f ­
f e c t s .  T h e  le n d in g  fu n c t io n  of c o m m e r c i a l  b a n k s  w ould  in  f a c t  b e  on 
th e  s a m e  b a s i s  a s  s a v in g s  a n d  lo a n  a s s o c i a t i o n s ,  e tc .  , b u t  a s  going  
c o n c e r n s ,  b a n k s  w ou ld  r e m a i n  in ta c t .
In  c o n c lu s io n ,  o u r  c o m p le te d  a n a l y s i s  in d ic a te s  th a t  100 p e r  
c e n t  r e s e r v e  b an k in g  o f f e r s  s o m e  p o s i t iv e  e f f e c ts  th a t  w ould
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c o n t r ib u te  to  m o n e t a r y  s t a b i l i ty .  T o  l a b e l  th e  p la n ,  a s  h a v e  m a n y ,  
a s  u s e l e s s  o r  a t  b e s t  n o t  ju s t i f y in g  i t s  c o s t ,  a p p e a r s  to  b e  u n ­
w a r r a n t e d .  T he  d e s i r a b i l i t y  of th e  g e n e r a l  a r e a  of r e f o r m  of w h ich  
100 p e r  c e n t  r e s e r v e  b an k in g  w a s  b u t  a  p a r t  i s  p e r h a p s  e v id e n c e d  by  
th e  e x te n t  to  w h ic h  s o m e  p a r t s  h av e  b e e n  s u c c e s s f u l l y  i n t e g r a t e d  
in to  the  m o n e ta r y  s y s t e m  e x ta n t .  F o r  e x a m p le ,  S im o n s 1 su g g e s t io n  
th a t  th e  go ld  r e s e r v e  r e q u i r e m e n t  a g a in s t  F e d e r a l  R e s e r v e  l i a b i l i t i e s  
b e  a b o l i s h e d  h a s  b e e n  a d o p te d  to a  l a r g e  e x te n t ,  a s  h a s  h i s  s u g ­
g e s t io n  to  d e m o n e t iz e  s i l v e r .  R e a l i s t i c a l l y ,  the  p la n  w ould  no t, 
ev en  in  c o n ju n c tio n  w ith  a  p o l ic y  by  r u l e s ,  i n s u r e  th e  a b o l i t io n  of 
e c o n o m ic  f lu c tu a t io n s .  T h e  p la n  w ould  m a k e  a  c o n tr ib u t io n  to  s t a ­
b i l i ty  by  e l im in a t in g ,  to  a  g r e a t e r  o r  l e s s e r  d e g r e e ,  th e  a d v e r s e  
e f f e c ts  of a  p e r v e r s e l y  e l a s t i c  m o n e y  sup p ly .
P e r h a p s ,  a s  th e  bo dy  of k n o w led g e  a b o u t  th e  r e l a t i o n s h ip  
b e tw e e n  m o n e y  an d  e c o n o m ic  a c t iv i t y  d e v e lo p s ,  o th e r  l e s s  r a d i c a l  
i n s t i t u t io n a l  r e f o r m s  m a y  b e  d e v e lo p e d  w h ich  w ould  a c h ie v e  e v e r y ­
th in g  100 p e r  c e n t  r e s e r v e  b a n k in g  an d  m o n e t a r y  p o l ic y  b y  r u l e s  a r e  
p u r p o r t e d  to  a c h ie v e .  In  th e  m e a n t im e ,  i t  m a y  b e  p r o f i t a b le  to  g ive  
th e  p la n  s e r i o u s  c o n s id e r a t i o n .  H o w e v e r ,  th e  a d v o c a te  o f m o n e ta r y  
r e f o r m  sh o u ld  p e r h a p s  t e m p e r  h i s  e n th u s ia s m  by  b e a r in g  in  m in d  the  
v e r y  a c c u r a t e  s t a t e m e n t  of L a u c h l in  C u r r i e :  " M o n e ta ry  r e f o r m
212
p r o c e e d s  s low ly , e a c h  s te p  b e in g  ta k e n  on ly  to m e e t  so m e  r e a l  o r  
f a n c ie d  d e fe c t .
^L a u ch lin  C u r r i e ,  T h e  Supp ly  and  C o n t ro l  o f  M oney  in  th e  
U n ited  S ta te s  (C a m b r id g e ,  M a s s . :  H a r v a r d  U n iv e r s i ty  P r e s s ,  1934), 
p. 157.
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J o u r n a l  of E c o n o m ic s ,  L X III ( F e b r u a r y ,  1949), 68-91.
. "T h e  V o lu m e  of M oney  and  th e  P r i c e  L e v e l  B e tw e e n  
th e  W o rld  W a r s , "  J o u r n a l  of P o l i t i c a l  E c o n o m y , L III 
(Ju n e ,  1945), 150-163.
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U. S. H ouse  o f R e p r e s e n t a t i v e s ,  C o m m it te e  on B a n k in g  an d  C u r r e n c y .
H e a r i n g s , T e s t im o n y  on B an k ing  A c t  of 1935. 74th  C o n g r e s s ,  
1st S e s s io n ,  M a r c h  22, 1935.
U. S. H o u se  of R e p r e s e n t a t i v e s ,  C o m m it te e  on B an k in g  and  C u r r e n c y ,  
S u b c o m m it te e  on  D o m e s t ic  F in a n c e .  H e a r i n g s , T he  F e d e r a l  
R e s e r v e  A f te r  F i f t y  Y e a r s ,  V ol. 2. 88 th  C o n g r e s s ,  2d 
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F r i e d m a n ,  M il to n .  T h e  D e m an d  fo r  M o n e y : S o m e  T h e o r e t i c a l  and  
E m p i r i c a l  R e s u l t s . O c c a s io n a l  P a p e r  68. N ew  Y ork: 
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A P P E N D IX
T h e  fo llow ing  i s  an  o u t l in e  s u m m a r y  of th e  r e s e a r c h  f in d in g s  
p r e s e n t e d  in  M il to n  F r i e d m a n  and  A nna  J .  S c h w a r tz ,  A  M o n e ta ry  
H i s to r y  of the  U nited  S ta te s .
I. R e la t io n s h ip s  b e tw e e n  c h a n g e s  in  the  s to c k  of m o n e y  and
c h a n g e s  in  e c o n o m ic  a c t iv i ty :
A. M a jo r  p r i c e  in f la t io n s :
1. W a r t im e  in f la t io n s :  1914-1920 an d  1939-1948: A  m o r e  
th an  dou b lin g  of th e  s to c k  of m o n ey .
2. P e a c e t i m e  p r i c e  in f la t io n s :  1897-1914: A v e ra g e  i n ­
c r e a s e  in  the  s to c k  of m o n e y  w a s  h ig h e r  th an  any 
c o m p a r a b le  p e a c e t im e  p e r io d ;  p r i c e  l e v e l  r o s e  by 
40 to  50 p e r  cen t .
B. P e a c e t i m e  p e r io d s  c h a r a c t e r i z e d  b y  e c o n o m ic  s ta b i l i ty :
1. 1882-1892, 1903-1913, 1923-1929, an d  1948-1960:
Y e a r - t o - y e a r  c h a n g e s  sh o w ed  h ig h  d e g r e e  of s ta b i l i ty  
r e l a t i v e  to  o th e r  p e r io d s  c o n s id e r e d .
C. S e v e re  e c o n o m ic  c o n t r a c t io n s :
1. 1873-1879, 1893-1894, 1907-1908, 1920-1921, 1929-1933,
193 7-1938: E a c h  s e v e r e  c o n t r a c t io n  a s s o c i a t e d  w ith  
s e v e r e  c o n t r a c t io n s  in  th e  s to c k  of m o n ey . O f  th e s e ,  
fo u r  w e r e  c h a r a c t e r i z e d  by  m a j o r  m o n e ta r y  d i s t u r b ­
a n c e s :
a . 1873-1879: G re e n b a c k  c o n t r o v e r s y  and  b an k ing  
c r i s i s  of 1873.
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b. 1893-1894: S i lv e r  c o n t r o v e r s y  an d  bank ing
c r i s i s  of 1873.
c. 1907-1908: B an k in g  p an ic .
d. 1929-1933: C o l la p s e  of b an k ing  s y s te m .
2. Tw o c o n t r a c t io n s  of m o n e y  r e s u l t i n g  d i r e c t l y  f r o m  
a d v e r s e  p o l ic y  d e c i s io n s  of th e  F e d e r a l  R e s e r v e  
S y s te m :
a. 1920-1921: S h a rp  i n c r e a s e s  of r e d i s c o u n t  r a t e s .
b. 1937-1938: D oubling  of r e s e r v e  r e q u i r e m e n t s .
II. S ta b i l i ty  of m o n e ta r y  r e l a t i o n s :
A. R e la t io n s h ip  b e tw e e n  th e  m o n ey  s to c k  an d  v e lo c i ty  
(m o n e y  in co m e)  :
( m o n e y  s to c k  )
1. S e c u la r  r e l a t io n s h ip :  1870-1960 a v e r a g e  s te a d y  d e c l in e  
of s l ig h t ly  o v e r  one p e r  c e n t  p e r  y e a r ;  m o r e  r a p i d  d e ­
c l in e  d u r in g  p e r io d s  o f f a l l in g  p r i c e s  (1880 's and  e a r ly  
1890's ) ;  m o r e  s low ly  d u r in g  p e r i o d s  of r i s i n g  p r i c e s  
(1897-1914).
a .  M a jo r  e x c e p t io n s :  M a jo r  d e c l in e s  of v e lo c i ty
d u r in g  1930‘s ,  fo llo w ed  b y  a re b o u n d ;  an d  d u r in g  
W o rld  W ar II, fo l low ed  b y  re b o u n d .
2. C y c l i c a l  b e h a v io r :
a . D u r in g  c o n t r a c t io n s ,  v e lo c i ty  d e c l in e d  by m o r e  
th a n  the  s e c u l a r  r a t e  an d  b y  l e s s  th a n  s e c u la r  
r a t e  d u r in g  e x p a n s io n s .
b . S t a t i s t i c a l  e v id e n c e :
(1) O b s e r v e d  y e a r - t o - y e a r  c h a n g e s  in  v e lo c i ty  
w e r e  l e s s  th a n  10 p e r  c e n t  d u r in g  78 out of 
91 y e a r s  f r o m  1869 to  I960.
(2) Of 13 c h a n g e s  in  e x c e s s  of 10 p e r  cen t ,  s e v e n  
o c c u r r e d  d u r in g  th e  1930 's o r  d u r in g  th e  two 
w o r ld  w a r s .
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(3) C h a n g e s  in  v e lo c i ty  e x p r e s s e d  a s  a  p e r ­
c e n ta g e  o f s e c u l a r  t r e n d :
(a) 90-110 in  53 y e a r s .
(b) 85-115 in  66 y e a r s .
(c) T w e n ty - s ix  r e m a in in g  y e a r s  in c lu d e  12 
y e a r s  d u r in g  1869-1894 w hen  in c o m e  
f i g u r e s  w e r e  d e fe c t iv e ,  an d  s e v e n  d u r in g  
G r e a t  C o n t r a c t io n ,  and  th e  tw o w o r ld  
w a r s .
B. R e la t io n s h ip  b e tw e e n  c h a n g e s  in  th e  s to c k  of m o n e y  and  
c y c l ic a l  m o v e m e n ts  in  e c o n o m ic  a c t iv i ty .
1. O n th e  a v e r a g e ,  th e  s to c k  of m o n e y  i n c r e a s e d  a t  a 
h ig h e r  r a t e  th a n  m o n e y  in c o m e ,  w ith  th e  i n c r e a s e  
be ing  m o r e  r a p id  th a n  th e  a v e r a g e  d u r in g  e x p a n s io n s  
and  l e s s  r a p id  d u r in g  c o n t r a c t io n s .
2. T h e  r a t e  of i n c r e a s e  in  th e  s to c k  of m o n ey  te n d e d  to 
r e a c h  i t s  p e a k  " w e ll  b e f o r e  the  p e a k "  o f  b u s i n e s s  e x ­
p a n s io n s  and  to  " s p e e d  up  w e l l  b e fo r e  t r o u g h s .  "
C. R e la t io n s h ip  b e tw ee n  th e  s to c k  of m o n e y  an d  i t s  d e t e r m i ­
n a n ts .
1. S tock  of h ig h - p o w e re d  m o n ey :  A  f a i r l y  s ta b le  r e ­
la t io n s h ip  n o te d  ( a p p r o x im a te ly  f o u r - to - o n e  r a t io )  
b e tw e e n  h ig h - p o w e r e d  m o n e y  a n d  th e  to ta l  s to c k  of 
m o n ey , ev en  th o u g h  th e  s to c k  of h ig h -p o w e re d  m o n e y  
h a s  b e e n  d e te r m in e d  by d i f f e r in g  in s t i tu t io n a l  a r r a n g e ­
m e n t s ,  e. g. :
a .  1867-1879: B y  c h a n g e s  in  g o v e rn m e n t  f id u c ia r y
i s s u e s .
b. 1879-1914: By c h a n g e s  in  go ld  f low s a n d  c h a n g e s
in  n a t io n a l  b a n k  n o te  i s s u e s  an d  s i l v e r  p u r c h a s e s .
c . 1914-1960: C h a n g es  in  F e d e r a l  R e s e r v e  c r e d i t
o u ts ta n d in g  (e x c e p t  1934-1940, w hen  gold f low s 
d o m in a te d ) .
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2. D e p o s i t  c u r r e n c y  r a t io :  M o s t  i m p o r t a n t  d u r in g  
p e r i o d s  w hen  th e  p u b l ic 's  l o s s  of c o n f id e n c e  le d  to  an  
a t t e m p t  to  c o n v e r t  d e p o s i t s  in to  c u r r e n c y ,  th u s  p r o ­
d u c in g  s t r o n g  d o w n w ard  p r e s s u r e  on th e  s to c k  o f 
m o n e y ,  i. e. , 1873, 1893, 1907, an d  m o s t  n o ta b ly ,  
1930-1933.
a . T h e  d e p o s i t - c u r r e n c y  r a t i o  r o s e  f a i r l y  s t e a d i ly  
f r o m  a p p ro x im a te ly  1. 20-1 in  1867 to  a p p r o x i ­
m a te ly  12-1 in  1930, th e n  d e c l in e d  r a p id ly  to 
a p p r o x im a te ly  4, 5-1 in  1933.
3. R a t io  of d e p o s i t s  to  r e s e r v e s :  L ik e  th e  c u r r e n c y  
d e p o s i t  r a t i o ,  th e  r a t i o  of d e p o s i t s  to  r e s e r v e s  h a s  
b e e n  s ig n i f ic a n t  d u r in g  p e r io d s  of f in a n c ia l  c r i s i s  
w hen  a t t e m p t s  by b a n k s  to  lo w e r  th e  r a t i o  r e s u l t e d  
in  a s t r o n g  d o w n w ard  p r e s s u r e  o n  th e  t o ta l  s to c k  of 
m o n ey . N o r m a l ly  i t  i n c r e a s e d  d u r in g  e x p a n s io n s  
and  d e c r e a s e d  d u r in g  c o n t r a c t io n s  of e c o n o m ic  
a c t iv i ty .
III. In d e p e n d e n c e  of m o n e t a r y  c h a n g e s :
A. C h a n g e s  in  th e  s to c k  of m o n e y  h a v e  o c c u r r e d  th a t  w e r e  n o t
a n  im m e d ia te  o r  n e c e s s a r y  c o n s e q u e n c e  of c o n te m p o ­
r a n e o u s  c h a n g e s  in  b u s i n e s s  a c t iv i ty .
B. E x o g en o u s  c h a n g e s  in  th e  s to c k  of m o n e y  an d  a s s o c i a t e d  
c h a n g e s  in  e c o n o m ic  a c t iv i ty :
1. P e r i o d  1897-1914: I n c r e a s e s  of w o r ld  p ro d u c t io n  of 
gold  ( r e s u l t in g  f r o m  d e v e lo p m e n t  of th e  c y a n id e  
p r o c e s s  o f  s e p a r a t in g  go ld  f r o m  o r e  a n d  new  gold  
d i s c o v e r i e s  in  Yukon t e r r i t o r y  a n d  South  A f r ic a ) ,  
a s s o c i a t e d  w ith  m o r e  th an  doub ling  of p r i c e s  and  a  
c o m p a r a b l e  r i s e  in  m o n e y  in c o m e .
2. W o rld  W a r s  I an d  II: I n c r e a s e s  in  s to c k  of m o n e y  
r e s u l t e d  f r o m  d e l i b e r a t e  p o l ic y  d e c i s io n s  r e g a r d i n g  
w a r t i m e  f in a n c e .
3. D e l ib e r a t e  p o l ic y  a c t io n s  by  the  F e d e r a l  R e s e r v e  
" .  . . w h ich  c a n n o t  be  r e g a r d e d  a s  n e c e s s a r y  o r
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in e v i ta b le  e c o n o m ic  c o n s e q u e n c e s  o f c o n te m p o r a r y
c h a n g e s  in  m o n ey  in c o m e  and  p r i c e s .
a . J a n u a r y - J u n e ,  1920: R e d is c o u n t  r a t e s  r o s e  f r o m  
fo u r  to  s e v e n  p e r  c e n t  a t  a  t im e  w hen  m e m b e r  
b a n k s  w e r e  b o r r o w in g  f r o m  R e s e r v e  b a n k s  m o r e  
th a n  th e  t o ta l  of t h e i r  r e s e r v e  b a la n c e s .
b .  O c to b e r ,  1931: R e d is c o u n t  r a t e s  i n c r e a s e d  f r o m  
1-1 /2  p e r  c e n t  to  3 -1 /2  p e r  c e n t  in  a  tw o -w e e k  
p e r i o d  a t  a  t im e  w hen  " . . .  a  w av e  of f a i l u r e s  
w as  engu lf ing  c o m m e r c i a l  b a n k s  . . . an d  i n ­
d e b te d n e s s  to  th e  S y s te m  w a s  g ro w in g . "2
c. J u ly ,  1936, a n d  J a n u a r y ,  1937: A n n o u n c e m e n t  of 
doub ling  of r e s e r v e  r e q u i r e m e n t s  a t  a  t im e  w hen  
T r e a s u r y  w a s  e n g ag e d  in  gold s t e r i l i z a t i o n .
d. E a c h  of th e  c o n t r a c t i o n a r y  a c t io n s  w as  fo l lo w ed  
by  d e c l in e s  in  th e  s to c k  of m o n ey , the  p r i c e  
l e v e l ,  i n d u s t r i a l  p ro d u c t io n ,  m o n e y  in c o m e  and  
r e a l  in c o m e . ^
^M ilton  F r i e d m a n  an d  A nna  J .  S c h w a r tz ,  A  M o n e ta ry  
H i s to r y  of the  U n ited  S ta te s  ( P r in c e to n ,  N. J .  : P r i n c e t o n  U n iv e r s i ty  
P r e s s ,  1963), p. 688.
2Ibid.
2T h e  fo re g o in g  o u t l in e  s u m m a r y  w a s  a d a p te d  f r o m  
C h a p te r  13, "A  S u m m in g  Up, " Ib id . , pp . 676 -700 .
V ITA
D onald  R .  M a rk e t ,  so n  of M r .  and  M r s .  W. H. M a rk e t ,  
w as  b o r n  in  G ueydan , L o u is ia n a ,  on N o v e m b e r  10, 1933. He 
g r a d u a te d  f r o m  P o r t  N e c h e s  H igh  Schoo l, P o r t  N e c h e s ,  T e x a s ,  in
1952. F r o m  S e p te m b e r ,  1952, to  J u ly ,  1956, he  s e r v e d  in  th e  U nited  
S ta te s  A i r  F o r c e  a s  a p e r s o n n e l  s p e c i a l i s t ,  w ith  a s s i g n m e n t s  in  
A n c h o ra g e ,  A la s k a ,  and  W ash ing ton , D. C . B e tw e e n  F e b r u a r y ,
1955, an d  M ay , 1956, h e  w a s  a  p a r t - t i m e  s tu d e n t  a t  G e o rg e  
W ash in g to n  U n iv e rs i ty .
In  Ju ly ,  1956, he  e n ro l le d  a t  L a m a r  S ta te  C o l le g e  of 
T ec h n o lo g y ,  B e a u m o n t,  T e x a s ,  w h e re  h e  r e c e iv e d  th e  d e g r e e  of 
B a c h e lo r  of B u s in e s s  A d m in is t r a t io n  w ith  a  m a jo r  in  e c o n o m ic s  in  
J a n u a r y ,  1959.
He e n ro l le d  in  th e  G ra d u a te  S ch o o l a t  L o u is ia n a  S ta te  
U n iv e r s i ty  in  F e b r u a r y ,  1959. In Ju n e ,  1959, h e  m a r r i e d  J e a n  
T r ib b l e  of B e a u m o n t,  T e x a s .  D u r in g  th e  1959*1960 a c a d e m ic  y e a r  
he  w a s  a G ra d u a te  A s s i s t a n t  in  th e  D iv is io n  of R e s e a r c h .  In A u g u s t ,  
I960, h e  r e c e iv e d  th e  d e g re e  of M a s t e r  of S c ie n c e  in  e c o n o m ic s .
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B e tw e e n  S e p te m b e r ,  I960, and  A u g u s t ,  1962, he w as  an  
I n s t r u c t o r  of E c o n o m ic s  a t  A r l in g to n  S ta te  C o l le g e ,  A r l in g to n ,
T e x a s .  In  F e b r u a r y  of 1961 h is  f i r s t  c h i ld ,  J a n  M a r ie ,  w as  b o r n .
He r e t u r n e d  to  L o u is ia n a  S ta te  U n iv e rs i ty  in  S e p te m b e r ,
1962, to  p u r s u e  the  d e g re e  of D o c to r  of P h i lo s o p h y  in  e c o n o m ic s .
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